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Preface
Managing client expectations is paramount if you are to have successful 
adviser-client relationships. Management of client expectations is 
particularly challenging in uncertain markets. Advisers must temper the 
desire to “sell” their services with the realities of an unpredictable 
market. Mastering these concepts and conveying these ideas to clients 
(and potential clients) are the focus of this book.
Why Investment Advisory Services?
Why are investment advisory services (IAS) being offered by accounting 
firms? And, if I don’t currently offer IAS, why should I add it to my 
practice now?
The answers to these questions are many and varied, but generally 
center around the following:
• Clients need the service and often ask for it.
• CPAs have the expertise and experience as “problem solvers.”
• CPAs understand their clients’ financial position and cash budget.
• CPAs need to maintain market share. If their CPA doesn’t offer 
IAS, clients will go elsewhere for advice (and products)—some of 
which may conflict with their CPA’s advice.
• CPAs could establish better control of the client relationship.
Rewarding and Profitable, Tool
Many accounting firms have found the financial advisory services market 
to be elusive. At one time, many CPAs heralded financial planning or 
investment advising as the bright spot in their firms’ futures. 
Enthusiastically, they attended seminars, purchased software packages, 
drew up business plans, and waited for clients to call. Today, many of
ix
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these same firms have second thoughts. Some have dismissed this 
business as a passing fad.
Can financial advising be a professionally rewarding and profitable 
venture? Indeed it can! It can revitalize a CPA practice. There are 
practical and proven ways to add financial advisory services to a CPA 
practice, and in the chapters that follow, we will endeavor to explain 
them.
Trends in the Marketplace
Current trends present both challenges and opportunities to CPA 
financial planners. Many successful entrepreneurs will be transferring 
substantial businesses to second and third generations. Baby boomers 
will be shifting assets, selling closely-held businesses, and planning 
retirement. Studies have estimated that trillions of dollars will be 
transferring between generations over the next 20 years.
An aging and more affluent population is only part of the story. 
Consumers will begin to reap the benefits of the financial planning 
revolution. For example, financial institutions, particularly mutual fund 
companies, have committed vast resources to educating the public on a 
wide range of personal financial matters. The result? More informed 
clients who recognize the need for a very rare commodity—competent 
financial planning counsel.
Wealth Considerations
Wealth considerations are important in this field, but everyone’s 
definition of financial wealth is different. There are many misconceptions 
about wealth. People misunderstand what wealth is and how to achieve 
it. Wealth is defined by Webster’s Dictionary as “abundance of valuable 
material possessions or resources.” Wealthy people often have built their 
wealth with their own hands with hard work, determination, and passion. 
Wealth is often invisible—you don’t see it. The millionaire next door does 
not drive a flashy car or flaunt money—she keeps it confidential.
Financial wealth is a relative term. Some clients have more wealth 
than others. The most common way to measure wealth is by measuring 
net worth—consider all liquid and illiquid assets, and subtract any 
liabilities.
Many people are willing to make decisions or sacrifices to become 
wealthy. Managing client expectations involves educating clients, and at 
the core of this education is the premise that wealth is a journey, not a 
destination. Occasionally, people will have setbacks. To become wealthy, 
it is necessary to plan in advance. If clients fall back, often all they have 
to do is retrace their steps and then continue the journey. When clients 
make the decision to seek wealth, they are taking the first step on a 
lifelong journey.
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Targeting Your Market
We’ve all seen headlines similar to this one: “A  New Millionaire Is 
Created Every Four Minutes in the United States.” Regardless of how 
accurate that statement is today, we’re still talking about a potential 
market of 16.3 million households with a net worth of from $500,000 to 
over $5 million each.
Attracting potential clients at this level can seem like a daunting 
proposition. Learning more about them is the place to start. To effectively 
target the affluent segment of the investor market, you need to be clear 
about who they are. Because there are so many misconceptions about the 
wealthy, that’s not as simple as you might imagine. Here are some 
valuable facts to consider.
About Millionaires
Millionaires are found not just in households in the highest income 
brackets. If total household assets are included, millionaires can be in 
households with annual incomes ranging from $75,000 to $200,000 or 
more. Total asset value will include the sum of household income plus the 
value of real estate, securities, and insurance.
The affluent population contains a concentration (around 67 percent) 
of professional and managerial adults that is almost three times greater 
than the general population.
The vast majority (over 80 percent) of America’s wealthiest 
individuals are ordinary Americans who have become millionaires in one 
generation and remain largely unknown. The majority come from middle- 
class backgrounds, and they have relied on hard work, initiative, and 
ingenuity to create their fortunes in a relatively short time-frame.
Demographics include:
• Most affluent Americans are middle-aged and the highest 
concentration is in the 45-to-54 age range.
• Nearly 80 percent have a college education.
• Nearly 85 percent are married (56 percent is the national 
average).
• More than 45 percent describe themselves as politically moderate; 
37 percent, conservative; 14 percent, liberal.
• Almost 85 percent say they read a newspaper each day, with the 
Wall Street Journal most often mentioned.
• About 80 percent feel they need to reduce stress in their lives.
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Their typical financial management concerns and behaviors include:
• Believing it’s important to increase their assets during their 
earning years to ensure a comfortable retirement.
• Wanting to manage and arrange their affairs so there can be an 
orderly transfer of assets during their earning years to ensure a 
comfortable retirement.
• Placing a high value on family and making certain their children 
will be well taken care of when they die. One of their highest 
concerns is that too much of the wealth they have earned will end 
up going to state and federal taxes.
• Tending to appreciate the value of financial planning. Many 
started some degree of loosely structured planning when they 
were young because they were encouraged to do so by family 
members or business associates.
• Tending to employ lawyers, accountants, insurance agents, and 
stock brokers to help them manage their wealth.
• Favoring IRAs and 401(k)s as the most popular types of 
retirement accounts.1
In the coming chapters, we will share what we have learned from our 
own experiences, as well as from our relationships with other successful 
practitioners, to help you put these concepts to work in your firm.
1Sources: “The New American Millionaires Study,” Lincoln Financial Group, June 2000; 1999 Mendelsohn Affluent Study; 1999 
Lincoln Financial Group Analysis of the “Super Affluent”; 1998 Wirthlin Worldwide, Inc., Study; 1998 “High Net Worth Segment” 
survey, Lincoln Financial Group.
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1
Establishing the Adviser-Client 
Relationship
Managing a client’s expectations involves a combination of honing 
substantive technical expertise, as well as mastering the “people skills” 
necessary to educate clients and convey realistic expectations. In this 
chapter, we will present an introduction to the concept of managing a 
client’s expectations by laying the groundwork for a successful adviser- 
client relationship.
What do clients really want, anyway? Many times clients are 
motivated to seek a financial adviser or planner to solve a problem—real 
or perceived—in their financial lives. Historically, the problem was often 
a tax problem, but today issues related to children’s education, 
retirement, estate planning, and insurance planning—particularly life 
insurance—arise regularly. Clients’ real needs may differ from their 
perceived needs, and the most difficult job of the adviser is to ferret out 
the real needs from the perceived—and make the client see the difference.
Effective problem solving requires the adviser to determine the 
client’s real needs and formulate priorities. If you are dealing with a 
couple, note that priorities may differ vastly between husband and wife, a 
situation that may create considerable stress on their relationship if not 
handled delicately by the adviser.
Existing and Prospective Clients
Following are some questions addressed in this chapter.
• What does the CPA financial adviser really need to know about 
the process of establishing a client relationship? After all, the CPA 
is already the client’s trusted financial adviser.
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• How should the CPA work with an existing client base to identify 
clients who have the appropriate level of wealth for working 
advantageously with an adviser?
• What psychological (or other) considerations enter into the 
evaluation of who might benefit from financial advisory services?
Marketing and Public Relations
Even though a CPA may provide these services to an already-existing 
client base, we have found that having a financial advisory practice is also 
extremely helpful in building an expanded client base. As such, your 
marketing message must set the stage for the client relationship— and 
your client’s expectations.
Public relations is a vital issue, affecting how the CPA financial 
planner is viewed externally as well as internally. Pubic relations 
generally falls into these three key areas:
1. Mass marketing, including image advertising and nonproductive 
publicity
2. Social communications, such as seminars, executive speeches, 
client newsletters, and participation in charitable events
3. Internal communication, including educating new staff members
Know the Competition
It is important to know the competition. The deregulation of the financial 
services industry has made the financial planning environment more 
competitive and increasingly confusing to the consumer. This is why 
CPAs must differentiate themselves from others offering similar services. 
An excellent way to do this is to capitalize on the basic strengths of the 
CPA.
The CPA has a reputation for independence, objectivity, integrity, and 
technical skills. By engaging in conversations with current and 
prospective clients, CPAs can encourage clients to start to think of them 
not as technicians, but as counselors.
This mind-shift can be achieved with the following checklist:
• Demonstrate to clients the consequences of their choices.
• Develop your own financial philosophy.
• Do not try to force your philosophy on the client.
• Understand all choices and consequences involved in the 
accumulation process.
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• Understand the mechanics and the financial environment in 
which money is accumulated.
• Seek out the contradictions in financial situations and resolve 
them by establishing client goals.
• Develop this advice into a written plan.
Educating Clients
Selling this service and successfully marketing a financial planning 
practice is dependent upon the adviser’s ability to teach clients key 
planning and investing concepts. Clients will look to their advisers for a 
road map. The adviser’s role is to get clients to make decisions—and then 
help them implement those decisions. It is not the role of the CPA 
financial adviser to make decisions for the client. Anyone who does make 
decisions—that is, has discretion over clients’ funds—is required to have a 
securities license (or at the very least, a carefully executed power of 
attorney).
It’s important to educate clients about the role of a CPA investment 
adviser or financial adviser: The financial coach or consultant who helps 
clients make financial decisions involving or affecting their financial well­
being. Working with a client on financial planning means helping the 
client develop a game plan or road map; without one, clients will not be 
doing what they should, to get where they want to be financially.
Often the most important role the CPA can play as financial adviser is 
to get the client to develop and articulate realistic goals. Once those goals 
are on the table, so to speak, the CPA and the client can deal with them 
realistically and implement strategies to achieve those goals (or, at least, 
to aim for them).
Prioritizing Needs
One of the most critical tasks in the financial planning process is helping 
clients prioritize their real needs and coordinating the prioritizing of these 
needs between spouses. This requires interpersonal skills, as well as good 
listening and interviewing techniques. There are several useful 
questionnaires available for obtaining information from clients. (See 
Appendix 2-1 for a sample questionnaire.) These questionnaires require 
the client to choose among several alternatives, providing the CPA with 
the necessary insight into the client’s needs and wants.
You can develop a list of questions for the client related to issues, 
including:
• Physical needs. The degree to which the client is motivated to 
satisfy personal needs for food, shelter and clothing.
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• Security needs. The degree to which the client is motivated to 
satisfy security and safety needs.
• Affection and affiliation needs. The degree to which the client is 
motivated to satisfy the need to belong and to gain affection and 
love.
• Esteem needs. The degree to which the client is motivated to gain 
respect, prestige, and esteem of others.
• Self-actualization needs. The degree to which the client is 
motivated to reach his or her potential.
Then discuss which needs are most important and have the client and 
the client’s partner or spouse compare them.
One exercise that is often eye opening is to ask clients to write three 
long-range and short-range goals and have each rank the importance of 
common financial goals. Again, share the results with each partner.
“Hearing” the Client
This is a vital and difficult step for many advisers. An adviser is working 
on problem diagnosis. This means the adviser must be a good listener. It’s 
a mistake to start by telling the client what his or her goals should be. 
Instead, some advisers ask questions and write down the client’s answers 
word for word. They then repeat the answers in their own words. This 
will help the client know what the adviser is hearing and gives the client 
an opportunity to correct anything the adviser is not clear about. 
Questions the adviser might ask include:
• How do you feel about your finances?
• Do you have any financial problems?
• What are your short-term (12 months or less) financial goals and 
plans?
• What are your intermediate-range (one to five year) financial 
goals?
• What are your long-range (five years or longer) financial goals?
• What investment objectives will be most important for you during 
the next three to five years?
• What specific changes do you want to make in your present 
investments to achieve your objectives and overall rate of return 
in the next few years?
• What has been your average savings or investment per year in the 
last three years?
• What annual amount do you believe you can set aside for 
investment during the next few years?
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• What investments will you make with any additional investment 
dollars?
• Over the next five years, do you anticipate any major alteration of 
your current standard of living?
• Do you anticipate any changes in your current residence over the 
next five years?
• How do you feel about your current investments?
• Are your investments accomplishing your financial goals? Explain.
• How do you measure the performance of your investments?
• What would you consider an adequate rate of return on your 
investments? Why?
• Is it important to you to remain in full control of your assets 
during your lifetime?
• Wh at does financial security mean to you?
• When (in how many years) would you like to achieve financial 
security?
• What are the three greatest obstacles to your achieving financial 
security?
• Are you presently satisfied with your life from a financial point of 
view?
• Is there anything else we should know about you in order to 
prepare a financial plan?
• What do you expect us to accomplish for you in the financial 
planning process?
• Have any financial advisers recently shared any ideas with you 
concerning your finances? If yes, explain.
• Whose advice would you seek if you found it necessary to discuss a 
major business problem or make a serious financial decision?
• Please describe any financial decisions you are now in the process 
of making.
Allow the client to verbalize what is on his or her mind. There are two 
sides to being a financial coach: (1) doing the actual financial analysis and 
(2) handling the psychological aspect of the relationship. Be slow to offer 
solutions. Absorb the information for a while, get all data together, and (if 
it is a new client) get to know the client.
Some advisers give their clients a written questionnaire as 
“homework.” If the client is a married couple or people with a close 
personal relationship, each person should receive a copy and answer the 
questions individually. This enables the adviser to learn each person’s 
goals, priorities, values, expectations, family situation, feelings about 
investment risk and return, diversification, current income, future 
appreciation, ease of management, liquidity, safety, attitudes about
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money, failures, disappointments, roads not taken—and reason the 
person has come to a financial adviser at this time.
During the process, it is important to continuously emphasize what 
the client is accomplishing and de-emphasize investment performance. 
This might be a painful transition, because so many clients want to talk 
right away about investing—which is a very small part of the process. So 
you may have to work at keeping open client communications. What 
follows are some basics to becoming a better communicator.
Being a Compelling Communicator
The following are several proven tools and techniques to help you next 
time you have to make a presentation before an audience or client.
1. Examples or analogies to which the client can relate. Examples 
are a powerful tool. They connect the client to your main message. 
People tend to make presentations filled with facts, figures, 
statistics, charts, and graphs, and they ignore the simple example. 
People appreciate examples.
2. Eye contact—steady, focused eye contact. One of the worst things 
people can do, whether speaking to one person or a group, is to not 
look people in the eye. Don’t stare; take two or three seconds to 
look at a specific person, talk to that person, and connect with that 
person.
3. Repetition. Repeat your main message several times throughout 
the presentation. You don’t have to do it the same way every time, 
but make sure your message is crystal clear. Repetition is a 
powerful tool.
4. Pauses. Do not be afraid to allow for silence. Think of silence in 
your presentation as “white space.” Most people appreciate getting 
a written report with some white space. Some print 
advertisements have white space around the message. The same 
holds true for a presentation. Pausing allows you to emphasize 
certain points and stay in sync.
5. Rhetorical questions. Rhetorical questions get your client 
thinking. They don’t require the client to blurt out an answer, but 
they do require the client to think! Rhetorical questions keep your 
clients involved and engaged, while keeping you in control.
6. Open-ended questions. Like rhetorical questions, open-ended 
questions keep your clients engaged and involved, and do require 
them to participate verbally. The key to using good open-ended 
questions is to make sure the question requires more than a yes or 
no answer. Another effective tool here is to follow up the initial
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response to your open-ended question with an “encourager,” such 
as “Tell me more” or “Do you have an example?”
7. Close the deal. Any good presentation has to tell people exactly 
what you want them to do when you are finished. Too often, 
people give great presentations and the audience does not know 
what to do when the presenter is finished. Do you want them to 
get back to you by a certain date? Do you want them to change a 
current policy? Do you want them to just think about something 
you have told them? Bottom line is: Tell them exactly what you 
want them to do when you are finished.
Body Language and Other Communication Tips
We send messages through the tone of our voice and the use of facial 
gestures. When you use e-mail or the phone to deliver unpleasant news 
instead of having a face-to-face conversation, the recipient may feel you 
are showing disrespect—so don’t do it.
We can express joy with a smile, or relief (or disgust) with a sigh. A 
roll of the eyes can denote sarcasm. Folded arms can tell people we do not 
want to communicate at all.
When you give a long business presentation (PowerPoint can be 
especially tedious), you may think you are showcasing your knowledge, 
when the audience actually sees you as a pompous know-it-all with no 
interest in engaging them.
We have seen compelling and compassionate speakers as well as those 
who have a problem getting to the point or who are obsessed with what 
we call “techno-jargon.”
When you continually interrupt someone, you are saying, “I do not 
really care what you have to say.” Conversely, if you listen intently and 
offer verbal (“Tell me more”) and nonverbal (head-nodding) 
encouragement, people will sense you really care about their words. 
Listening is a powerful communication tool.
Truth is, we rarely relay messages as effectively as we think we do, 
and we miscommunicate more than we want to believe. The most 
effective communicators make a human, personal connection with their 
audience. They use powerful personal stories, examples, and anecdotes to 
support their message. They reach their audience on an emotional as well 
as an intellectual level. This is as true for one-on-one and small group 
conversations or negotiations as it is for public speaking.
Sure the message is important. But the messenger is at least as 
important. If your audience does not buy you, they will never buy your 
product, service, or message. So many people think the job of a speaker is 
to give an audience information. They believe in order to be credible they 
must inundate people with facts, figures, and logic that is so compelling it 
is impossible to ignore. Although substantive, detailed data has its place, 
when given a choice, most people are engaged and moved more by their
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emotions than by their intellect. Plus, most of us forget “the details” 
shortly after we hear them.
In this business you must be persuasive, and you better be a good 
“people person.” It is not a question of style over substance. To effectively 
communicate, especially to a larger audience, you must have both. Some 
people think if you focus on “how” you present (eye contact, examples, and 
personal stories), you lack real substance. That couldn’t be further from 
the truth.
Style and substance are not mutually exclusive. It’s why there is both 
a “technical” and “artistic” category in figure skating. Together, they 
equal an entire performance. It’s the same with making a presentation or 
pitching an idea. You need both skills to succeed.
Even if people disagree with you, if they like or believe in you, they 
are often willing to give you the benefit of the doubt.
The greatest communicators reach people in the deepest part of their 
being. They speak from the heart as much as from the head. That is what 
Martin Luther King did. The substance of his message was undeniable. 
Yet it was his ability to touch and move his audience that made him 
probably the greatest speaker of our time. Dr. King talked to and with his 
audience. He spoke to their hopes, dreams, and fears. He used parables 
and anecdotes. He often paused to create anticipation and used rhetorical 
questions to keep his audience engaged. That was not by accident. He 
understood their value. Dr. King also spoke with conviction and passion. 
If all Dr. King had was a logical argument, the history of the civil rights 
movement would have been very different.
Speaking from the heart as much as from the head is a powerful 
communication tool. People appreciate it.
Marketing Your Services
As mentioned earlier, your marketing message is often the first 
communication you will have with your clients—especially new clients. In 
addition, ongoing communication is necessary to keep clients loyal to your 
firm. That is why your marketing efforts must be professional and 
persuasive (but not pervasive). Good client service skills apply whether 
you are working with your existing client base or bringing in new 
prospective clients.
Here are a dozen client service ideas to help you to market your 
services.1
1 Source: Phyllis Bernstein, Linda Lach, and Jim Ainsworth, Financial Planning for CPAs, 2d ed., New York: John Wiley & Sons, 
2000.
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1. Call for no reason.
• Set up a system of reminders so you can call on birthdays or 
other special occasions.
• Talk about the weather, vacations, and hobbies.
• Take all calls and return all calls. Make it a rule: No call goes 
unreturned more than 24 hours.
2. Do more.
• Exceed client’s expectations.
• If you find a transactional error and correct it, send a note or 
small gift apologizing for the inconvenience and asking if the 
problem was resolved to satisfaction.
• Make a personal delivery of a late check or statement.
3. Send interesting articles.
• If you see something of client interest, e-mail or copy it and 
send it with your card and comments.
• It does not have to be about finances.
4. Buy books.
• Send clients complimentary copies of books that might be of 
interest, on topics related to financial planning, their 
industry, or their business.
5. Appreciate referrals.
• Send thank you notes for referrals.
• Accompany notes with tickets to the theater or a sporting 
event.
• Send a complimentary dinner for two at a nice restaurant.
• Send a gift basket.
6. Hold client appreciation events
• Hold an annual client appreciation night.
• Invite clients to basketball game—in a skybox.
• Plan any event and invite your clients.
• Talk about anything.
7. Do not hide.
• Keep in touch.
• Keep “pressing the flesh” with your clients.
• Do not hide behind subordinates, the computer, the Wall 
Street Journal, or any other excuses.
• Meet clients face-to-face—often.
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8. Keep the plan current.
• Keep client’s financial plans updated.
• Refer to the plan consistently.
• Plans are the ties that bind.
• Plans are the glue that holds everything together.
9. Get clients to write referral letters for you.
10. Get an 800 number for long-distance calls.
11. Hang a welcome sign in the lobby. Put the client’s name in the 
sign before your meeting.
12. Offer new services, such as eldercare, estate planning, and 
others.
Psychological Considerations
So far, we have discussed marketing and communication skills. After all, 
how can we understand or persuade people without communicating well? 
We cannot. The appeal and force of our arguments are not convincing 
unless we relate to our audience. Have we walked in their shoes? Do we 
value what they value? Do we present our ideas in terms they readily 
understand, or do we keep concepts shrouded in the trappings of our own 
images and style? Too many salespeople shake their heads, saying, “Why 
don’t they get it? How can I explain it any more simply?” when all they 
need to do is accommodate the temperament of their audience and relate 
to them in terms they understand.
Total communication is a graphic, wording, just the right amount of 
detail, the expression of emotional energy, and many other factors. These 
must all be considered to increase your odds of succeeding with any 
individual.
Psychological Make-Up
A key aspect of managing client expectations often involves 
understanding the client’s psychological make-up. A  brief background on 
the history and development of our understanding of human 
temperament is necessary for our analysis.
The four key testable elements in general use today all originated in 
ancient wisdom, beginning when mankind first accepted that its actions 
were not orchestrated by the gods.
Plato described in The Republic the four temperaments attributed to 
Hippocrates: iconic (artistic), pistic (caretaker), noetic (idealist), and 
dianoetic (rational). Whereas Plato had defined his four in terms of virtue, 
Aristotle defined his in terms of happiness: hedone (sensual), propraietari 
(asset gathering), ethikos (moral), and dialogike (investigatory). Aristotle 
thought of logical investigation as the route to the happiest existence 
because it is the most self-sufficient and relies the least on external 
conditions.
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In the 20th century, refinements in the four characteristics came from 
Adickes, Spranger, Kretchmer, Fromm, Myers, and many others.. In fact, 
more than 5,000 reports on temperament, character, and personality had 
been identified by the early 20th century.
Myers’ work was the most practical and lasting. Identification and 
explanation of the four temperaments became easy when she and her 
mother (Briggs) developed the Myers-Briggs instrument of worldwide 
renown.
Keirsey has spent a lifetime observing temperament and character, 
and more than any other author has brought insight and practicality to 
the topic. (See his book Please Understand Me II to learn more.)
Keirsey writes:
The idea individuals are predisposed to develop into one of 
four different configurations of attitude and action has 
survived for well over two thousand years. Surely this idea 
would not have been employed for so long, by so many 
people, in so many countries, had there not been some sort of 
shared recognition of its usefulness.
The Myers Scale. Myers charted temperament though a testing of 
where individuals lie on each of four scales:
• Introversion/extroversion
• Intuitive/sensing
• Thinking/feeling
• Judging/perceiving
Sixteen combinations are possible with the Myers-Briggs scale, but 
four primary types of character form the basis for them. Here is where 
Keirsey’s work proves practical. As an adviser, you only need to 
understand the four temperaments and apply what you know about them 
to advising. Unless someone can tell you his/her actual Myers-Briggs test 
score, that is as far as you should go.
Keirsey’s scale follows Myers’ system and is based on an additional 
matrix of abstract and concrete intersecting with cooperative and 
utilitarian. The following depicts a snapshot of Keirsey’s fundamental 
description of Myers-Briggs test scale for the four key combinations.
Idealist—abstract/cooperator. Myers’ intuitive feeler is viewed by 
Keirsey as dealing with the abstract and cooperating with others. 
Idealists envision achieving lofty goals.
Rational—abstract/utilitarian. Myers’ intuitive thinkers are to 
Keirsey life’s rationalists, seeking far away goals in a very pragmatic way, 
straight to the point.
Guardian—concrete/cooperator. Myers’ sensing and judging types are 
Keirsey’s guardians, using cooperation as a method to preserve 
institutions and traditions.
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Artisan—concrete/utilitarian. Myers’ sensing and perceiving 
combination are Keirsey’s artisans, working hard to uphold concrete 
values in a very pragmatic way.
You can use what you learn about psychological consideration easily 
in marketing and advising. The Keirsey book also contains a self-scoring 
test that can identify your Myers-Briggs type without the inconveniences 
of a much longer test and delays in scoring. (See www.advisorteam.com/ 
user/ktsintro. asp.)
Keirsey bases his definitions on what people do well, which is 
observable, and largely by what words they use, which is most observable. 
Keirsey’s way of viewing people becomes an easy way to assess clients’ 
temperaments and communicate with them in language most suited to 
their styles. If you have great ideas for supporting their financial futures, 
communicating best how your client will understand and accept becomes 
imperative.
There is, of course, an inherent danger in using temperament and 
character test scores to manipulate people. The art is not to manipulate 
people, but to communicate more effectively. The more effectively you 
communicate, the better the understanding between adviser and client. 
The better the understanding between you, the faster and deeper trust 
will develop. The deeper the trust, the longer the relationship will last. 
Trust is the pinnacle of relationships.
Conclusion
This chapter has devoted a great deal to the importance of effective 
communication. Successful practitioners constantly reevaluate and refine 
their current practices. If you are managing clients’ assets independent of 
those clients’ financial goals and objectives, all you really have to offer is 
performance. If you are touting performance as your value, you are 
attempting to deliver something over which you ultimately have no 
control. All markets are volatile; clients will wonder why they are paying 
you as their portfolios fall. To prevent this from happening, you must 
know what you are doing and how to express it to the world. This is the 
key to managing clients’ expectations. Having a holistic, comprehensive 
approach to dealing with your clients is a real value to your clients. This 
approach will enable you to help them have a more successful tomorrow.
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The Client Communication Cycle
To perform our responsibilities as investment advisers, we must have a 
sufficient level of knowledge about many subject areas. These include 
asset allocation, risk and volatility, portfolio performance measurement, 
investment selection, financial markets, and investment analysis. 
However, knowledge of these and other technical areas is not enough. We 
must also be able to manage the expectations of the client in an 
investment advisory relationship. These client expectations have been 
shaped by their own past investment decisions, exposure to various 
financial media sources, and basic human emotions, such as fear and 
greed. Our responsibility as advisers is not only to perform competently in 
the delivery of investment advice, but to also listen, understand, and act 
upon our clients’ goals, objectives, and expectations.
Clients and advisers both want a successful investment advisory 
relationship. For this to occur, clients must communicate their needs and 
expectations, and the adviser must then meet those goals and 
expectations. This cycle of communication takes place in four distinct 
steps (see Figure 2-1). This chapter discusses those steps.
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Figure 2-1 Cycle of Communication
Listen— How to Avoid Being Known as "My Last Adviser”
It has been said there is a reason we have two ears and one mouth (we 
should listen twice as much as we talk). As investment advisers, we may 
be tempted to tell the client about our superior service or our market­
beating performance; however, more often than not, we advance the 
relationship more when we simply listen. If we listen closely, clients often 
tell us exactly what it will take to make them stay “satisfied customers.” 
Listen for the following key signals:
My last adviser never called me.
My last adviser called me only when she was selling something. 
My last adviser called me all the time.
My last adviser did not return my calls very quickly.
My last adviser did not listen to me.
My last adviser had terrible performance.
My last adviser always argued with me whenever I wanted to 
make a change.
I never could understand what my last adviser was trying to tell 
me.
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Obviously, when a client makes these types of comments, we want to 
make a clear note to not repeat these same mistakes unless we want to be 
known as “the last adviser.”
We have found for the most part, clients enjoy talking about money. It 
may be recounting horror stories of the past or personal successes of their 
own. Regardless of the subject, when we listen, we can always learn 
something about the client’s expectations. A tool we have always used 
during client interviews has been to ask very broad questions, and then 
simply listen. For example, “please tell me what you would like your 
portfolio to do for you.” Open-ended questions such as this will let the 
client talk about a wide range of issues. If we are dealing with a couple 
and they are both present, when the first spouse has finished, we then 
direct the same question to the other spouse. This is very important 
because often the goals and expectations of each spouse are not the same. 
In limited situations your role as an adviser may expand into that of a 
mediator and you may be called upon to broker a compromise. This is a 
difficult situation in which to be placed. The adviser needs to highlight 
the common goals of each spouse and expand on these items. The 
ultimate responsibility for the outcome, however, must remain with the 
client.
Other questions we often ask clients are:
• How are you going to evaluate us?
• For us to be successful, what do we have to accomplish?
For us to learn more about the client’s goals, objectives, and 
expectations, we must go through the process of data gathering. Data 
gathering is another form of listening and is usually accomplished by the 
use of a questionnaire. Much of the data is factual and quantitative in 
nature. However, beyond the birth dates and balance sheets of a 
questionnaire he qualitative questions designed to identify subjective 
expectations that cannot be reasonably measured. (See Appendix 2-1 for 
an example of a questionnaire.) Many advisers prefer to have the client 
complete the questionnaire while in their office so they can answer any 
questions the client may have. Other advisers may request that the 
clients complete the questionnaire and come back to the office and discuss 
their responses with the adviser. Regardless of where the questionnaire is 
completed, what is important is understanding exactly what the client is 
communicating.
Shape—Turning Data Into Information
The second step in the client communication cycle, shape, is where we 
turn the client’s data into shared and common knowledge; that is, we 
shape the data to form the beginning of the investment policy or strategy.
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It is important to outline the specific goals and objectives of the clients as 
well as their tolerance for risk and their performance expectations.
It is in this phase we as investment advisers discover the client’s level 
of knowledge in investments. Many investment advisers can recount the 
times clients expressed their expectations of superior market returns 
along with the expectation of CD-level risk. We know this is not one goal, 
but rather two competing goals. A  portfolio can be designed to achieve 
market-level performance or it can be designed to provide superior safety, 
but a portfolio cannot be designed to adequately meet both of these goals 
simultaneously.
After the data has been converted into knowledge, we have an 
understanding of exactly what it is the client expects from the 
relationship. This leads us to the next phase of the communication cycle, 
education.
Educate—Administrative, Technical, and Behavioral Issues
When clients’ expectations are tempered and reasonable, it is less likely 
for problems to arise. More likely than not, it is the client who has 
unreasonable expectations that can lead to a disappointing ending of a 
relationship. Therefore, it is critical to the success of the adviser-client 
relationship that we educate the client. The education process is divided 
into three areas:
1. Administrative issues relating to the management of the 
relationship, its communications and reporting, and the 
responsibilities of the adviser and the client.
2. Technical investment issues, such as asset allocation and the risk 
and reward relationship.
3. Behavioral and emotional issues.
Administrative Issues
To build a foundation on which the relationship is established, it is 
important that the client understand the administrative elements of the 
relationship. Issues to be addressed include the following:
• The investment policy statement
• The investment advisory agreement
• Form ADV Part II
• Fee payment
• Discretion vs. nondiscretion
• Limited power of attorney
• Periodic reporting and meetings
• The responsibilities of the client
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Many of these issues may have already been discussed and explained 
to the client during the client’s due diligence phase. Furthermore, many if 
not all of these items are included in the investment advisory agreement 
that is signed by the client. Accordingly, rather than handing the 
investment advisory agreement to the client for signature, review each 
paragraph of the agreement with clients to ensure their thorough 
understanding of these very important administrative issues. (For a 
discussion of investment advisory agreements, see the section “The 
Investment Advisory Agreement” later in this chapter.)
Although these issues may be administrative in nature, each adviser 
will need to determine who educates the client about these issues. Many 
advisers delegate some of these issues (such as the investment advisory 
agreement and Form ADV Part II). This decision needs to be made on an 
individual basis. Because no two clients are alike, the education process 
may vary from client to client. Clients should be educated about the 
issues relevant to the management of their goals and objectives.
All of these administrative issues are relevant, but the one we believe 
the most important is for clients to understand their responsibilities. Here 
is where we explain to clients their primary responsibility to inform us if 
their goals, objectives, or risk tolerance change. We explain the plan we 
design for the client is based on this information and should that change, 
it is imperative we are informed of the new direction that the client has 
taken.
The client’s responsibility to keep us informed includes life events, 
such as changes in their health, in their marital status, employment, or 
any other event that would likely change their goals or affect their risk 
tolerance.
Technical Investment Issues
One of the many reasons our clients seek professional investment advice 
is they lack the knowledge necessary to manage money appropriately. 
However, just because there is a lack of knowledge, do not assume there 
is no benefit to clients furthering their understanding of some of the key 
technical issues involved in managing an investment portfolio. It always 
depends on the client’s willingness to expand his or her knowledge of this 
subject. Nevertheless, we always strive to provide our clients with a 
fundamental knowledge of the following key issues:
• Asset allocation strategies
• The risk and reward relationship
• Historical returns for various asset classes
• The risks involved in market timing and the rewards of long-term 
investing
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These are just some of the basics your clients should understand. 
Many clients have an interest in expanding their knowledge of 
investment management. We recommend this be accomplished gradually 
and be a topic of discussion for periodic meetings.
One of the greatest struggles investment advisers face is the false 
hope projected by many media outlets and the popularity of many “get 
rich quick” schemes. Knowledge of the fundamentals of investment 
management can help overcome these unrealistic expectations and 
provide a basis for a lasting relationship.
In uncertain investment environments, investors are often tempted to 
make irrational decisions based on emotions, rather than on sound 
investment advice. One of the roles we play as advisers is to guide clients 
away from their emotions and to adhere to a strategy or a plan to achieve 
their long-term goals.
Behavioral and Emotional Issues
Most investment theories are based on the premise investors are rational 
and their decision-making process is somewhat predictable. For example, 
the principle says investors expect to achieve a higher return when they 
assume a proportionately higher level of risk. This principle is based on 
rational and predictable behavior. However, we have learned many 
clients are not rational or predictable.
The study of investors and the decisions they make has developed into 
the field of behavioral finance. This field of behavioral finance has taught 
investment advisers many valuable lessons. Perhaps the most important 
lesson from which we can benefit is the revelation that the negative 
emotions of a poor investment decision are much more powerful than the 
positive emotions following a successful investment decision. This 
“investor’s remorse” (similar to buyer’s remorse) often leads to irrational 
decisions in the future.
Our role as investment advisers is to take the emotional factor out of 
the investing equation. We are our clients’ best, and often only, defense 
against irrational and emotional decision making.
Gaining an understanding of our clients’ behavioral tendencies can be 
accomplished as part of the data-gathering process. During this phase we 
assess the following:
• Motivations and biases for investment decisions
• Fear of short-term losses
• Willingness to take excessive risks
Once we have uncovered what drives our clients’ investment decision­
making process, we can then educate them about the advantages of a 
rational strategy of long-term investing over the emotional strategies of 
the next great “hot stock tip.” If we fail to properly educate our clients 
about these irrational tendencies and the harm they can cause, the
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relationship will not be able to flourish. If a client still reacts emotionally 
to investment decisions, it is the adviser who will likely be questioned 
when a long-term strategy does not compare favorably with a “hot stock 
tip” or “get rich quick” scheme.
Only after our clients have become converts to a rational and 
unemotional investment strategy can we begin to bring value to the 
relationship and help our clients achieve their long-term investment 
goals.
Report— Reinforce Why You Were Hired
as the Investment Adviser
This is the fourth element of the client communication process and it is 
often the most frequent method of communication between investment 
advisers and clients. Rather than explore what to report (which is 
discussed in a later chapter), we discuss how to report, as a step in the 
communication process.
Reporting is most often done on a quarterly basis and usually takes 
the form of performance reports and position reports along with a 
narrative of current market conditions and account-specific highlights. 
This communication often takes place via mail. However, for certain 
clients it is better presented in a personal meeting. It is always 
advantageous to have face-to-face meetings with your clients. However, as 
a practical matter, many clients do not want to meet on a quarterly basis.
Many advisers use secured Internet sites for reporting client 
information, while others may prefer e-mail of selected data. With 
technological advances, the communication process has become much 
easier. It is important, however, to not lose sight of the fact that your 
clients are coming to you for the personal attention and interaction that 
you provide. You may supplement personal attention with technological 
factors, but do not substitute technology for the personal relationship and 
face-to-face client meetings that are an integral part of the adviser-client 
relationship.
Most clients have come to expect this level of reporting and anticipate 
it as a standard element of the relationship. To set ourselves apart from 
the competition, however, we need to take reporting to the next level.
The next level of reporting includes the following items:
• Send articles and news reports about the holdings in the client’s 
portfolio that you manage.
• Send articles and news reports about the holdings in the client’s 
portfolio that you do not manage. A  note from the adviser about a 
holding that the client owns that is managed by some other 
manager can demonstrate your interest in your client’s total 
wealth, not just the portion that you manage.
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• Occasionally mail portfolio reports the client may not typically 
receive, such as a fixed-income maturity/duration report, an 
income report highlighting earnings year to date, or a performance 
summary by asset class.
• Reporting as a form of communication extends beyond 
quantitative information (see client service ideas in Chapter 1). 
So, send personal handwritten notes for birthdays and 
anniversaries.
—  Send handwritten thank you notes for referrals.
— Any report, whenever possible, should include a handwritten
note, preferably on the face of the report. This adds comfort to 
our clients and increases their awareness of why we were hired 
in the first place.
Remember, all communications with the client will make an 
impression—either favorable or unfavorable. Any communication, both 
written and oral, should be designed to help reinforce why you were 
selected to manage the portfolio.
The investment Advisory Agreement
The Investment Advisers Act of 1940 does not specifically require 
advisers to enter into written advisory contracts with their clients. 
However, Securities and Exchange Commission (SEC) interpretations do 
impose specific requirements on any such agreements that do exist. 
Furthermore, many states do require written agreements and do impose 
specific requirements. Regardless of the jurisdictional and regulatory 
requirements, an investment advisory agreement (IA agreement) is a 
crucial element of the adviser-client relationship.
Looking beyond the liability issues, the IA agreement is a very useful 
tool to help manage the advisory relationship. A  typical IA agreement 
lays out the responsibility of both the adviser and the client. We use the 
IA agreement to highlight our responsibilities to the client and—just as 
important—to point out the client’s responsibility to us as the adviser. 
Although we do not recommend a specific form or content, we have 
provided Appendix 2-2 as a sample IA agreement. Regulations vary from 
state to state as well as between the SEC and the states; therefore, it is 
critical that the IA agreement be tailored to meet the specific practices of 
the adviser.
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Discretion or Nondiscretion? Which Is Best?
An integral part of the investment advisory relationship is who will be 
calling the shots on the investment selection process. This is a decision of 
discretionary authority over the account. An investment adviser who has 
discretion has the authority to buy and sell assets in a client’s account 
without contacting the client before the transaction. Without discretion, 
the investment adviser must obtain some form of authorization before 
executing a transaction.
Discretion is an operational issue as well as a client relation issue. 
The adviser will usually decide for or against discretionary authority and, 
from an operational standpoint, will manage all accounts under the same 
method. Other advisers will vary their discretionary authority on an 
account-by-account basis. Whichever method is used, the decision should 
be documented in the IA agreement.
There is no right or wrong way to manage assets as it relates to 
discretion. It is more common for investment advisers to have 
discretionary trading authority than not, but this authority does carry 
some additional liability exposure. Following are some of the advantages 
and disadvantages of discretionary trading authority.
• Advantages:
— Trades can be executed quickly without having to obtain 
consent.
— It is more practical to execute block trades.
—  It is less burdensome to the client. Often clients want to be 
involved with the planning but not the execution of every 
transaction. Discretion is well suited for the “big picture” 
clients.
—  It is overall a more efficient process.
• Disadvantages:
—  Trading authority increases liability exposure.
— The client may have a specific aversion to a particular security
and may question the transaction even though it may be in the 
adviser’s best judgment.
— Trading authority may raise suitability issues.
—  Trading authority keeps the client out of the relationship.
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Conclusion
As CPA investment advisers, we may have a tendency to focus on the 
technical aspects of managing an investment portfolio (rates of return, 
standard deviations, alpha, and beta). However, as important as 
investment management and modern portfolio theory are to the 
management of the investments, the critical focus of the relationship 
should be on understanding clients and guiding them through all the 
emotional issues they may face to achieve their long-term goals and 
objectives.
Appendix 2-1 
Sample Client Questionnaire
JOHN A. SAMPLE, P.A.
Registered Investment Adviser
INVESTMENT PLANNING QUESTIONNAIRE
Short Form
Please fill out this questionnaire as accurately and completely as possible. You may estimate or 
make rough guesses where necessary. If you do so, please identify these answers clearly by putting a 
question mark in the margin next to your response.
PART I -  PERSONAL INFORMATION
1. Personal Information
You Spouse
Full name ___________________________________  _______________________
Social Security number ___________________________________  _______________________
2. Home address __________________________________________
3. Home telephone number
4. E-mail address
PART II -  INVESTMENT OBJECTIVES, RISK TOLERANCE, AND TIME HORIZON
Investment Goals
The following benefits are inherent to some degree in all investments. No single investment maximizes all three; and 
receiving more of one benefit typically means receiving less of another.
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□  Safety of principal. The likelihood that the principal will be returned intact, without increases or decreases.
□  Income/cash flow. The expected periodic income from your investment.
□  Appreciation. The likelihood that the investment will be worth more at the time of disposition.
Please indicate your relative preferences, for each of the holdings in your investment portfolio that we will manage, by 
circling the appropriate numbers below. Because each investment decision requires some trade-off among the 
characteristics, the total of the numbers circled should equal 10.
High Low
Safety of principal 5 4 3 2 1
Cash flow 5 4 3 2 1
Appreciation 5 4 3
Total = 10
2 1
Investment Objectives
Which of the following best describes your investment objectives?
_____ Preserving principal and earning a moderate amount of current income
_____ Generating a high amount of current income
_____ Generating some current income and growing my assets
_____ Growing my assets substantially
Ten years from now, what do you expect your portfolio value to be?
_____ The same or a little more than it is today
_____ Moderately greater than it is today
_____ Substantially greater than it is today (this requires a higher level of risk)
Depending on the kind of investments you select, the value of your assets can remain quite stable (increasing 
slowly but steadily) or may rise and fall in response to market events. The degree to which the value of an 
investment moves up and down is referred to as its “volatility.” In general, more volatile investments tend to grow 
faster than more stable investments. However, volatile investments are more risky since there is no guarantee 
that the “upturns” will be larger than the “downturns.” With respect to your goal(s), how much volatility are you 
willing to accept?
_____ Slight. I do not want to lose money, even if it means that my returns are relatively small.
_____ Some. I would be willing to accept the occasional loss as long as my money was in sound, high-quality
investments that could be expected to grow over time.
_____ Considerable. I am willing to take substantial risk in pursuit of significantly higher returns.
Investments in which the principal is 100 percent safe sometimes earn less than the inflation rate. This means 
that while no money is lost, there is a loss in purchasing power. (To illustrate: If a $100 bill was locked in a vault 
100 years ago and taken out today, it would still be worth $100 but would buy a great deal less today than when it 
was put in.) With respect to your goal(s), which of the following is most true?
_____ My money should be 100 percent safe, even if it means my returns do not keep up with inflation.
_____ It is important that the value of my investments keep pace with inflation. I am willing to risk an
occasional loss in principal so that my investments may grow at about the same rate as inflation over 
time.
_____ It is important that my investments grow faster than inflation. I am willing to accept a fair amount
of risk to try to achieve this.
What is your expected investment rate of return per year (range)? _____________________________
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Risk Tolerance
You just received a substantial sum of money. How would you invest it?
_____ I would invest in something that offered moderate current income and was very safe.
_____ I would invest in something that offered high current income with a moderate amount of risk.
_____ I would invest in something that offered high total return (current income plus capital appreciation)
with a moderately higher amount of risk.
_____ I would invest in something that offered potentially substantial capital appreciation even though it
had a high amount of risk.
Which of the following statements best describes your reaction if the value of your portfolio suddenly declined 15 
percent?
_____ I would be very concerned because I cannot accept fluctuations in the value of my portfolio.
_____ If the amount of income I received was unaffected, it would not bother me.
_____ I invest for long-term growth and accept temporary changes due to market fluctuations.
What level of risk is comfortable for you (low, moderate, high)?___________________________________________________
Time Horizon
What is the time frame for you to achieve your financial goals?
_____ 0 - 5 years
_____ 6-10 years
_____ 11-15 years
_____ 16 years or longer
What is your primary financial goal?
_____ Wealth preservation
_____ Retirement funding
_____ Long-term wealth accumulation
PART III -  DETERMINING YOUR INVESTOR PROFILE
Your investment choices will depend on many factors, including your risk tolerance, your time frame, your goals, and 
your financial circumstances. To help us determine your investor profile, we have developed the following questions. 
Please keep in mind as you answer these questions that this questionnaire is not intended to recommend a particular 
investment strategy or to guarantee that a strategy will work for you. This is only offered as a guideline. Please circle 
the appropriate number below.
If you had $10,000 to invest for one year, which of the following investment outcomes would you prefer?
1. Potential gain of $500 or potential loss of $0
2. Potential gain of $1,200 or potential loss of $700
3. Potential gain of $5,000 or potential loss of $2,000
4. Potential gain o f $8,400 or potential loss o f $4,500
5. Potential gain of $10,000 or potential loss of $9,500
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I can resist selling an investment that is losing money over the course of one year.
Strongly Disagree 1 2 3 4 5 Strongly Agree
I consider myself knowledgeable about investing and have money in investments other than cash equivalents such as 
Treasury bills, CD’s, or money market funds.
Strongly Disagree 1 2 3 4 5 Strongly Agree
I do not plan to take money out of my retirement account for major purchases before I retire (or during retirement).
Strongly Disagree 1 2 3 4 5 Strongly Agree
I would be willing to accept a greater amount of fluctuation in my investments to achieve returns that are potentially 
much higher than inflation.
Strongly Disagree 1 2 3 4 5 Strongly Agree
I have other investments that will provide me with the necessary financial base for retirement.
Strongly Disagree 1 2 3 4 5 Strongly Agree
Add the numbers you circled above and write the total here_____________ . Your total will match your investor profile,
in the table below.
Total Score Investor Profile
6-10 Ultra-conservative: An ultra-conservative investor is most comfortable with investments that have
the lowest level of portfolio volatility. This type of portfolio is generally best for investors with shorter 
time frames and lower risk tolerances.
11-15 Conservative: A conservative investor also wants low levels of volatility, but with a greater potential
for appreciation. Conservative investors also generally have shorter time frames but more moderate 
risk tolerances than ultra-conservative investors.
16-20 Growth-oriented: A  growth-oriented portfolio is intended to provide growth with potentially lower
volatility. It will typically have more money invested in stocks than the more conservative portfolios 
and will require longer time frames to realize the potentially higher growth.
21-25 Moderately Aggressive: A moderately aggressive investor typically has a longer time frame and a
higher risk tolerance. This portfolio may be more volatile because it holds more stocks than the 
conservative and growth-oriented portfolios, but the potential for return is also greater.
26-30 Aggressive: An aggressive investor typically has the highest degree of risk tolerance and the longest
time frame. Aggressive investors may be invested entirely in stocks and, therefore, face the greatest 
potential volatility and the highest potential returns.
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PART IV -  INVESTMENT EXPECTATIONS
Are you prepared to lose any money in order to meet your financial goals?__________________________________________
How often do you want to hear from me?____________________________________________ _________ ___________________
What do you expect of me as your investment adviser?___________________________________________________________
Have you had any previous financial advisers? How many? Why did you terminate the relationship?__________________
What did you like about the previous relationships? What would you have liked to change?___________________________
Have you ever been involved in litigation or arbitration? With a financial adviser?___________________________________
PART V -  ACCURACY OF INFORMATION SUPPLIED
Overall, how would you classify the information provided in this questionnaire? 
_____ Very accurate
_____ Based on estimates that are reasonably accurate
_____ Based on rough estimates
Date completed: ___________________
Signature: _____________________________________
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Sample Investment Advisory Agreement
JOHN A. SAMPLE, P.A.
Registered Investment Adviser
30 Central Avenue 
St. Petersburg, FL 33707 
(555) 555-5555
December 20, 2002
[Name]
[Address]
[City, State, Zip]
Dear [Name]
This letter is to confirm our understanding of the terms and objectives of our Agreement and the nature 
and limitation of the services we will provide.
INVESTMENT ADVISORY AGREEMENT
This Agreement is entered into by John A. Sample, P.A. (JAS) and [Name] (the Client). In consideration 
of the mutual benefits to be derived from this Agreement, it is understood and agreed as follows:
SERVICES
Based upon information furnished by the Client through detailed discussions, interviews, and/or 
questionnaires, JAS will provide investment management services (Portfolio Management) and will 
assist the Client in developing a personal investment strategy. Services provided include, but are not 
limited to, analyzing existing assets (including allocation among asset classes); suggesting changes in 
asset allocation, as needed; and selecting specific mutual funds, individual equities, and fixed-income 
investments to help the Client achieve his or her stated goals and objectives. Every portfolio is 
individually tailored to meet the needs of the Client within the Client’s stated level of risk tolerance. 
The portfolio is reviewed monthly and the Client will get a quarterly written report from JAS.
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The financial planning aspects of this service are included in the fee schedule outlined below. Clients in 
need of extensive financial planning services are generally referred to John A. Sample, P.A., an 
affiliated accounting firm.
TRADING AUTHORIZATION
The Client does not grant discretionary trading authority to JAS; however, JAS does have limited 
power of attorney in order to execute transactions and carry out other account functions. These 
transactions will not be executed without prior consent. For verbal trades, a Trade Authorization form 
will be sent to the Client, for signature and return to JAS, unless the Client wishes to waive this right 
below.
________  Client does not wish to receive Trade Authorization forms for
(initial) signature.
The Client may make deposits or withdrawals from his or her account at any time. The Client should 
notify JAS of each withdrawal or deposit before it occurs.
FEE PAYMENT AUTHORIZATION
The Client authorizes the custodian holding Client funds and securities to deduct fees directly from the 
Client’s account in accordance with summary invoices prepared and submitted by JAS. The Client will 
receive information showing the amount of the fee, the value of the assets upon which the fee was 
based, and the specific manner in which the fee was calculated. The account custodian is not 
responsible for verification of the fee calculation.
CLIENT’S RESPONSIBILITIES
The Client recognizes that the value and usefulness of the advisory services of JAS will depend on 
information that he or she provides and upon his or her active participation in the formulation of 
investment objectives. The Client is aware and the Client is advised of the various risks involved in any 
investment strategy including, but not limited to, the loss of principal. The Client will also complete a 
detailed questionnaire provided by JAS. The Client will also provide copies of documents as JAS may 
reasonably request in order to permit complete evaluation and implementation of the portfolio 
decisions. The Client shall promptly advise JAS if the Client’s financial condition or objectives change 
at any time.
TERM
The Client may terminate the Agreement without penalty (full refund) within five (5) business days of 
signature. After the first five days, services will continue until either party terminates the Agreement 
on acknowledged receipt of five days’ written notice. If termination occurs prior to the end of a calendar 
quarter, a pro-rata refund of unearned fees will be made to the Client.
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COMPENSATION
All fees paid to JAS for investment advisory services are separate and distinct from the fees and 
expenses charged by mutual funds (described in each fund’s prospectus) to their shareholders. 
Additionally, fees paid to JAS are exclusive of all transaction costs paid to the account custodians.
Account Size Asset Management 
Fee
First $1,000,000 X.XX percent
Next $250,000 X.XX percent
Next $250,000 X.XX percent
Additional Amounts X.XX percent
Fees will be payable quarterly in advance. The first payment is due and payable upon execution of the 
Agreement and will be assessed pro-rata in the event the Agreement is executed other than the first 
day of the new calendar quarter. Subsequent payments are due and will be assessed on the first day of 
each calendar quarter based on the value of the portfolio as of the last day of the previous calendar 
quarter.
BASIS OF ADVICE
The Client acknowledges that JAS obtains information from a wide variety of publicly available 
sources. The adviser does not have, nor do they claim to have, sources of inside or private information. 
The recommendations developed by JAS are based upon the professional judgment of JAS and it cannot 
guarantee the results of any of their recommendations.
The Client further acknowledges that JAS and its affiliates perform services for other clients. The 
Client recognizes that JAS may give advice and take action in the performance of its duties to other 
clients that may differ from advice given or the timing/nature of the action taken with respect to the 
Client’s portfolio.
ARBITRATION
Any controversy or claim, including but not limited to, errors and omissions arising out of, or relating 
to, this Agreement or the breach thereof, shall be settled by arbitration in accordance with the code of 
Commercial Arbitration of the American Arbitration Association, and judgment upon the award 
rendered by the arbitrator(s) may be entered in any court having jurisdiction thereof. The Client 
understands that this Agreement to arbitrate does not constitute a waiver of the right to seek a judicial 
forum where such waiver would be void under the federal securities laws. Arbitration is final and 
binding on the parties.
36 Managing Client Goals and Expectations in an Uncertain Market
MISCELLANEOUS PROVISIONS
a. The Agreement shall be governed by the laws of the State of [state name], and in compliance with 
the Investment Advisers Act of 1940.
b. This Agreement shall not become effective until acceptance by JAS as evidenced by the signature of 
an authorized representative below. No modification, amendment or assignment to this Agreement 
shall be effective unless made in writing and signed by the Client and an authorized representative 
of JAS in advance of such change becoming effective.
c. The parties hereto acknowledge and agree that this Agreement alone constitutes the final written 
expression of the parties with respect to all matters contained herein, and the parties further 
acknowledge and agree that there are no prior or contemporaneous Agreements different or distinct 
from those contained herein, and all such prior and contemporaneous Agreements, if any, are 
merged herein, and this Agreement alone constitutes the final understanding between the parties.
d. Each section of this Agreement and any and every provision therein shall be severable from every 
other section of this Agreement. Any and every provision thereof, and the invalidity or 
unenforceability of any section or provision shall not affect the validity of any other section or 
provision of this Agreement.
CLIENT HEREBY ACKNOWLEDGES RECEIPT OF FORM ADV PART II AND THE PRIVACY 
POLICY FOR JOHN A. SAMPLE, P.A.
D ated______________  Client ____________________________________________________________
Dated ______________  Client ____________________________________________________________
D ated ______________  Accepted____________________________________________________________
John A. Sample, P.A.
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Designing a Realistic Investment Plan
In conversations we have with our clients, we often talk of subjects 
unrelated to investments and their portfolios, such as summer vacations 
with the family or trips they have enjoyed in the past. Often clients will 
go into specific detail as to the planning that went into the vacation. They 
will mention such details as the number of days for travel, where they 
spent each night, and how many hours a day they were on the road. As 
they finish relating the vacation story, it is obvious that quite a bit of 
planning went into the trip.
We use that information to demonstrate to clients that if a one-week 
vacation requires such advance planning, a multiyear investment 
program certainly deserves comprehensive planning. To drive the point 
home even more, we often impart the following analogy to our clients 
regarding the importance of investing with a plan.
When you leave your house in Atlanta to drive to, say, San Francisco, 
you do not get in the car and say San Francisco is west and a little north 
and start driving in those directions. If you do, you may very well end up 
in Los Angeles or perhaps Seattle. Rather than just drive west, you are 
likely to get a map and plan your route. You anticipate how far you will 
travel on the first day, the second day, the third day, and so forth. You 
may even have to delay the anticipated arrival for bad weather, traffic 
delays, speed traps, detours, or other unanticipated delays. Or, rather 
than delay your planned arrival because of these unexpected events, you 
may decide to plan for the unexpected and start out a couple of hours 
earlier the next day or drive later in the evening in order to arrive at your 
desired destination on schedule.
The analogy can be explained as follows: An investment plan will 
have attainable goals (the ultimate destination, as well as where to spend 
each night while on the road), an anticipated rate of return (the speed to 
average in order to arrive on schedule), and recognition that the higher 
the anticipated return the greater the risk (the faster the speed, the
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greater the likelihood of a speeding ticket or even an accident). The 
unfortunate reality is that most investors spend more time planning a 
summer vacation than they do planning their investment strategy. It is 
the adviser’s responsibility, therefore, to educate clients regarding the 
importance of proper planning.
Investment Goals and Objectives
Goal-setting is likely the single most important step in the adviser-client 
relationship. After all, it is the attainment of these goals that will likely 
determine the success or failure of the investment plan. Therefore, as 
advisers, it is critical that we identify and confirm these goals.
Frequently, clients need help in clearly stating their investment goals. 
When asked about investment goals, clients often respond as follows: 
‘Well, I would like to retire early, have sufficient funds to pay for the 
children’s college educations, and retain sufficient assets to pass on to my 
heirs.” These are great goals to have. In fact, they are also our goals, and 
likely yours as well. However, they are lacking three key characteristics. 
The goals must first be prioritized, then they must be scheduled to occur 
at a future point, and finally they must be quantified.
Prioritizing Goals
Prioritizing goals is the first step because, although the previously stated 
goals all sound ideal and of equal importance, they often are not equally 
weighted in the client’s mind. And, they may not all be attainable. 
Therefore, the client goals stated above may be prioritized in the following 
order:
1. Retire early
2. Fund the children’s education
3. Pass on an inheritance to my heirs
Now that the client’s goals have been prioritized, they must be 
scheduled.
Scheduling Goals
Scheduling the goals is nothing more than identifying where the goal falls 
on a time line. In other words, scheduling is identifying when funds will 
be needed to meet a specific goal. A  schedule of the stated goals may look 
as follows:
10 years: Sufficient funds needed to pay for college costs
15 years: Retire early at age 55
45 years: Accumulate sufficient wealth to pass on to heirs
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Quantifying Goals
The third step in the goal identification process is to quantify. The process 
of quantifying goals is much more an art than it is a science. It involves 
assumptions and forecasts about future economic events. Although it is 
clearly a process based on estimates—the results of which can vary 
greatly (by altering one simple variable, such as an inflation rate)—it is a 
process that must be completed nonetheless.
The specific mathematics of quantifying investment goals is beyond 
the scope of this book. Generally, however, the process involves the 
following factors:
• Growth rate of the investment
• Tax rates
• Time horizon
• Inflation
The quantification process involves several qualitative factors, as well. 
For example, to achieve a specific goal within a stated period of time 
might require taking on a higher level of risk than the client is willing to 
accept. Although as investment advisers we often quantify risk using 
modern portfolio theory (see Chapter 6), the risk that must be assumed to 
achieve the goal is often better viewed as a qualitative factor. The 
qualitative risk factors that we watch out for are:
• What a client says about losing money
• How long the client has stayed in an investment that was losing 
money
• How much more does the client focus on losing money than on 
making money
• The “gut-check factor”—can the client tolerate risk in the 
portfolio?
These are all qualitative factors that will tell the investment adviser 
about a client’s risk tolerance. Although they cannot be quantified, they 
are very important to understanding the client’s risk tolerance.
Focus on Clients’ Goals
As advisers, we must be careful to not insert our own biases into the 
construction of the portfolio. For example, an adviser has a client who is 
single, age 35, and financially secure. During the data-gathering phase, 
the client appears to be much more conservative than the adviser had 
anticipated. It is very important not to lead the client into a portfolio that
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is not right for that client based on quantifiable indicators. Risk is often 
not quantifiable and is more adequately assessed using qualitative 
indicators.
It is important that we listen to what the clients do and do not say 
about these assumptions. Observe their reactions and body language 
when reviewing these economic assumptions. The “risk” to the 
investment adviser and the adviser-client relationship is that clients may 
unwittingly acquiesce to a higher level of risk than they are comfortable 
assuming, to achieve a stated goal. In turn, if on the way to achieving this 
goal, clients are uncomfortable with the volatility (as a result of the risk 
level), the adviser-client relationship can be jeopardized.
In a perfect world, clients would come to us for investment advice with 
their goals specifically identified, prioritized, scheduled, and measured 
with specific dollar needs. In our practice, however, this has never 
happened. More often we need to help clients focus in on their goals and 
aid them in defining exactly what it is they want to accomplish. We can 
assist in this process in a number of ways.
First we should start by asking broad questions, such as:
• “Retiring early is obviously important to you; why is that? If you 
could retire even earlier, would you? Why?”
• “How would you feel if you could not retire early and still meet all 
of your other goals?”
• “Funding college costs is an excellent goal. How did you pay for 
college?”
Obviously, there is no right or wrong answer to these questions, but 
what we often learn is the reasoning and the thought processes that went 
into formulating specific goals. This is valuable information, and must be 
considered when designing the investment plan. More specific questions 
can then be asked, such as dealing with liquidity needs, cash flow, and 
the risk and return trade-off.
Our role as investment advisers in the goal formulation process is to 
help clients focus on what they truly hope to achieve. We are also called 
upon to consider the reasonableness of these goals. Once we have listened 
to and questioned the client, and discussed these goals with the client, we 
can better understand the client’s fears and aspirations—and level of 
sophistication.
Risk Tolerance
Risk is likely the single most important term your clients need to 
understand.
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As investment advisers, we typically define risk using modern 
portfolio theory and the statistical measurement of dispersion, called 
standard deviation. (See Chapter 6 for more on modern portfolio theory.)
Clients typically define risk as losing money. Whose measure of risk is 
more important? Ultimately, the client’s measure of risk matters the 
most. It is the job of the adviser to adequately assess that risk.
Although their definition of risk may be simply losing money, clients 
do need to understand other elements of risk as well. The risk of loss of 
purchasing power (or inflation risk) is a very real risk that is often 
overlooked by many investors. They must also understand the risk of 
simply not achieving their goals and the risks of not planning at all.
When we discuss risk with clients, what we are really trying to 
determine is their tolerance for poor performance. Naturally, nobody 
would willingly tolerate poor performance without an incentive. The 
incentive is the risk-reward theory. This theory is the concept that there 
is a proportionate relationship between the amount of risk an investor 
assumes and the potential reward from the investment.
A client’s risk tolerance comprises many factors, including:
• The client’s age
• Education and occupation
• Time horizon for the investment
• Past investment experience
Furthermore, a client’s risk tolerance may be high or low, depending 
on the purpose of the specific investment.
It is important to assess risk throughout the relationship, and not 
only at the beginning. Risk tolerance has a tendency to change or evolve 
as clients experience basic life events. Spending time at least once a year 
specifically reviewing risk factors will keep the client focused and will 
help maintain a productive working relationship.
Risk tolerance is often measured using a series of hypothetical 
questions in the format of a questionnaire or other data-gathering forms. 
Risk tolerance can also be measured using various software packages. 
However risk tolerance is measured, it is up to the adviser to understand 
the real risk tolerance of the client. (See Appendix 3-1 for a sample risk 
tolerance questionnaire.)
Once the adviser understands the client’s risk tolerance, the 
understanding should be documented in a memorandum to the file or 
included in the investment policy statement. (See Appendix 3-2.)
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The Investment Policy Statement
When discussing the investment policy statement (IPS), there is always a 
certain level of confusion. Questions such as “Are they required by law?”, 
“Am I required to use one for every account or certain accounts?”, and 
“What should I include in an IPS?” often arise.
There should be no mystery to an IPS. Just think of an IPS as a 
written guide or roadmap for the investment plan. It can also be thought 
of as a template or outline for the investment plan’s key points, upon 
which the investment adviser and client have agreed.
The IPS can be discussed at any time during the preliminary stages of 
the planning process. However, it should be documented and agreed to by 
all parties before executing any part of the investment plan.
You can develop a document that best suits your practice and your 
clients’ needs, keeping in mind the following requirements regarding the 
form or content. The Employee Retirement Income Security Act of 1974 
(ERISA), the Securities and Exchange Commission (SEC), and the 
Uniform Prudent Investor Act (UPIA) all have an impact on the IPS.
ERISA. The federal statute requires six prudent procedures for any 
person acting as a “fiduciary” to a qualified plan. One of the six 
requirements is for the plan to maintain a written IPS. The term 
fiduciary includes pension plan trustees. Financial advisers who help 
trustees develop a plan’s investment policy may be held to be “functional” 
fiduciaries. Therefore, any investment adviser to a qualified plan should 
be certain that a written IPS is executed.
SEC. The SEC has taken the position that registered investment 
advisers (RIAs) have a fiduciary responsibility to their clients. This 
responsibility includes a “suitability” requirement—an affirmative duty to 
ensure that investment advice is suitable to each individual client’s 
particular objectives, needs, and circumstances. An IPS can be useful both 
in ensuring that your recommendations are suitable for each client and in 
documenting your compliance with the suitability requirement.
SEC regulations also require RIAs to retain originals of all written 
communications received and copies of all written communications sent in 
connection with any recommendation made or proposed to be made, and 
any advice given or proposed to be given. Accordingly, RIAs must retain a 
signed original of each IPS issued.
If the portfolio is a qualified plan, trust, or foundation, regulations 
often require a written policy statement. Even in the absence of such 
regulation, it is very beneficial to document goals, objectives, and other 
policy issues in a written document.
UPIA. Many states have adopted the UPIA, which establishes general 
guidelines for a trustee’s fiduciary duty in investing the assets of a trust. 
Although the UPIA neither requires nor establishes guidelines for an IPS, 
such a document would be useful to keep a record that the trustee is 
making prudent investment decisions.
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In addition to meeting any legal requirements, a written IPS has the 
following practical benefits:
• Supports consistency and discipline when implementing and 
monitoring an investment strategy.
• Helps keep emotions out of investment decisions.
• Provides a base or foundation for all future investment decisions.
• Sets long-term goals and strategies and can be used as a 
grounding mechanism when market volatility raises doubt in the 
mind of the client.
• Documents the attainment of fiduciary standards often required of 
investment advisers.
Reviewing the IPS on a periodic basis can often serve as a catalyst for 
addressing other financial planning issues. The IPS documents 
investment parameters, monitoring guidelines, and other issues. IPSs do 
not have to be uniform in their design and may vary from client to client. 
However, there are certain elements that all IPSs should contain or 
address:
• Statement of objectives
• Identification of risk tolerances
• Time horizon
• Expected return in relation to major market indexes and the 
Consumer Price Index
• Duties of the adviser
• Duties of the client
• Asset allocation
• Benchmarks for monitoring and measuring performance
• A plan of implementation and periodic review
In preparing the document, the most important considerations are the 
purposes for which the IPS is created and the client’s ability to 
understand the document. These considerations will define the format 
and content of the IPS. The document need not be overly complex, but 
should be clear and specific enough to function as a blueprint for 
investment decisions.
When properly designed, an IPS demonstrates that the adviser 
systematically considered and analyzed the goals and objectives of the 
client and then developed a plan to meet those goals and objectives. In the 
event of a dispute later on, a court is more likely to believe the adviser 
met a due standard of care if the investment plan is documented and 
adhered to and is evidence of the planning process.
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The IPS that is ultimately developed depends on the adviser’s 
individual style and the unique needs of the client. Some items that 
would be appropriate in any IPS are:
• Investor information. Background on the investor, the specific 
goals of the particular portfolio, and the purpose of the IPS.
• Investment preferences. Specific qualitative restrictions or 
constraints on appropriate investment choices.
• Portfolio assets. The current dollar value of investable assets, as 
well as assumptions regarding future additions and reductions to 
the portfolio over the ensuing (for example, 3, 5, and 10) years.
• Time horizon. How long the portfolio can be committed to a 
specific investment policy.
• Return objectives and expectations. The investment return 
necessary to meet portfolio goals and the overall return objective 
for invested assets (for example, 3 percent over Consumer Price 
Index).
• Risk tolerance. The investor’s tolerance for risk and volatility of 
returns.
• Appropriate asset classes. Asset allocation targets based on risk 
tolerances, correlations, time horizon, and other constraints. This 
indicates the asset classes that should be considered for 
investment and how much of the portfolio should be invested in 
each asset class.
• Diversification strategies. The percentage mix within each asset 
class that yields the highest probability of meeting long-term 
investment objectives without exceeding tolerance for short-term 
volatility. This identifies the investment strategies within each 
specific asset class.
• Implementation. How investment decisions will be made and, if 
money managers will be hired, the criteria for their selection, 
evaluation, and termination.
• Performance monitoring criteria. How the portfolio’s performance 
will be monitored, how money managers will be supervised, and 
appropriate benchmark indexes (for example, S&P 500 Index for 
domestic equity managers).
• Portfolio review. Procedures to periodically review performance 
compared to the IPS and amend or change objectives, as 
necessary; established time periods for review; any review­
triggering events, such as developments in the client’s 
circumstances, changes in tax laws, significant shifts in economic 
indicators, and other events that warrant an immediate review of 
existing investment policy.
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For qualified plans, ERISA guidelines would require the following 
additional information:
• The type of qualified plan, date of adoption, and number of 
employees covered.
• The accrued and projected liabilities of the plan that may change 
the funding status (over- or underfunded) as the plan’s 
assumptions, investment performance, or participant 
demographics change.
• Applicable restrictions on plan investments, including prohibited 
transactions such as the sale or purchase of real estate or lending 
money to the company or its officers.
• The stability of earnings of the plan sponsor and the ability of the 
sponsor to sustain contributions.
• A restriction on the use of plan assets for any other company 
objectives, such as in corporate takeover activities.
Once adviser and client are satisfied that the IPS is complete, the 
client should sign the document. This is an excellent way to document 
your understanding of the client’s investment needs and the client’s 
acknowledgment that your understanding is correct.
An illustration of a basic IPS for an individual investor is included in 
Appendix 3-2. Although this may be a good starting point for developing 
an IPS for your use, before adopting this or any other IPS, you should 
consult with legal counsel—particularly if you are an RIA or a fiduciary. 
Be sure to review the applicable ERISA, SEC, and UPIA requirements.
A well-drafted IPS can be a useful educational tool. It can help clients 
gain insight into their investment philosophies and will help you manage 
client expectations regarding investment decisions and performance. 
Armed with this insight, adviser and client can work together to improve 
their chances of reaching their investment goals.
Appendix 3-1 
Risk Tolerance Questionnaire
Purpose: This survey evaluates an investor’s ability to deal with different types of investment risk, 
including experiencing volatility, receiving no return at all, realizing negative returns, and not 
achieving investment goals.
Instructions: Circle the number of the most accurate answer to each question. Answer the questions 
truthfully, that is, do not be influenced by your awareness of the purpose of the survey. For example, if 
you are very risk averse, do not select an inappropriate answer because you think you should appear 
more willing to take on additional risk.
How do you view investing and financial planning?
1. An attempt to maintain your current lifestyle.
2. An attempt to build for retirement or children’s education.
3. An attempt to retire earlier and acquire more possessions.
4. An attempt to significantly change your economic status.
How do you feel about an investment going up and down in value?
1. I become very nervous and lay awake at night worrying.
2. I worry somewhat but usually am able to ignore it.
3. I am concerned but I assume that in the long run it will all work out.
4. I pay too little attention, especially if I am relying on someone else.
How do you react to negative events in your investments?
1. I tend to overreact and become distraught.
2. I am somewhat upset and dwell on them a bit too long.
3. I let them affect me some but usually look at the bright side of negative events.
4. I don’t let them affect me and figure it will all work out in the end.
Which of the following items might you dwell on over a long period of time?
1. When my investments are going down in value.
2. When I have lost some money.
3. When I have lost a lot of money and others are doing better then me.
4. I don’t dwell on this sort of thing, and if I do it is because I am underperforming.
*From the Risk Tolerance Survey by Douglas J. Schultz, RIA. Copyright © 2000 by Practitioners Publishing Company.
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Which describes your emotions the best?
1. I am very upset and lose sleep when my investments are going down.
2. I am upset and nervous when I have actually lost money.
3. I am very excited when I am making money.
4. I don’t get very emotional about my investments.
Do you want a higher rate of return than you can get on conservative, safe investments?
1. I prefer safe conservative investments.
2. I do want some higher return investments, but prefer that the majority be safe.
3. I prefer a mix of some medium risks and safe investments.
4. I want the majority of my investments to be striving for a high rate of return.
How do you feel about how your friends’ and peers’ investments are performing?
1. I could not care less how their investments are doing, even if I am underperforming.
2. I talk to my friends about their investments but only for a limited comparison.
3. I expect my investment performance to be on average with my peers, as long as the goals are 
the same.
4. I expect my investments to perform at least as well and usually better.
If your stock investments underperform the S&P (Standard & Poor’s) 500 Index:
1. I would not care as long as my investments were safe and earning something.
2. I don’t care as long as I am meeting my goals.
3. I would care but it would not change my investments as long as I am getting a good rate of 
return.
4. I would be upset, as I expect my investments to be equal to or outperform the S&P.
If your investments underperform what you could have earned at the bank:
1. I would not care as long as my investments were safe and earning something.
2. I would be concerned but would not change as long as this was temporary.
3. I would be somewhat upset, but as long as I did no worse than the average, I would not change.
4. I would change everything immediately.
If I lost a lot of money in a single investment:
1. I would feel that someone had lied to me or had given me poor advice.
2. I would be concerned and demand explanations.
3. I may or may not be upset depending on the circumstances.
4. I would not be concerned and figure it was just part of being in the market.
If my investments are going down substantially in value:
1. I would cut my losses and switch investments or my investment adviser.
2. I would consult with my adviser but I would want to cut losses.
3. I would be concerned but would likely hold on. I don’t like to take losses.
4. I would let my adviser make the decision on what we should do.
If you are approached with an investment that you don’t understand, you:
1. Say that you are not interested.
2. Are somewhat interested but skeptical.
3. Will invest only if the investment is somewhat explained.
4. Rely on others for advice and will agree to the investment.
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How do you react when you read some negative news about your investment?
1. I become very nervous and concerned and sometimes panic.
2. I  am concerned and call my adviser and demand an explanation.
3. I am somewhat concerned and will have a talk with my adviser.
4. I pay little attention to this kind of information.
I had an investment that was going down in value and I had the following reaction:
1. I was very upset and lost sleep over it.
2. I was upset but did not lose any sleep.
3. I was concerned but did not worry about it.
4. It did not concern me.
Assuming there was substantial potential upside to an investment, would you be willing to invest in it 
if you could lose 50 percent of your investment, knowing that you would then have to earn 100 percent 
on the remaining money, just to break even?
1. I would never be willing to lose 50 percent of any investment, no matter how small.
2. I did not realize this concept and would likely not take such action.
3. I would take such a risk with only a small portion of my capital.
4. I am aware of this risk and I am willing to take such a risk but not with the majority of my 
money.
Are you aware that if you lose 20 percent of your principal in an investment, at an earning rate of 10 
percent, it will take more than two years for you to just break even?
1. I would never invest where I could lose 20 percent of my investment.
2. I would risk losing 20 percent only if I was pretty sure I would make it back.
3. I would risk losing 20 percent but only on a limited amount of money.
4. Losing 20 percent is not a big deal as long as it does not consistently do so.
What is your confidence level in letting people manage your money?
1. I  am generally nervous and somewhat mistrusting until proven otherwise.
2. I tend to second-guess such people.
3. I generally trust them until proven otherwise.
4. I tend to rely on professionals to make these decisions for me and trust them.
What is your attitude about the likelihood that your investment goals will be achieved?
1. I constantly worry that I will have financial problems.
2. I try to be optimistic but I do worry about my retirement.
3. I am somewhat optimistic but occasionally worry.
4. I am very positive that I will have plenty of money.
Assuming there was substantial potential upside to an investment, would you put money into it if it 
had previously lost lots of money?
1. Never.
2. I would most likely not do it, unless a lot of research had been done first.
3. I would if my adviser convinced me it was the right thing to do.
4. Sure.
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I monitor my investments in the following manner:
1. I really don’t understand or feel comfortable with investments, so I pay little attention.
2. I watch over my investments very closely because I am very concerned.
3. I watch over my investments but rely somewhat on my money manager to do it.
4. I am too busy elsewhere and rely on my advisers with a once-a-year review.
How do you feel about putting a large percentage of your money in one investment?
1. Unless the U.S. government guaranteed it, I would not do it.
2. I might consider it but I would be very nervous about doing it.
3. I would do it but my adviser would have to convince me why it is best.
4. I would do it as long as I still had some diversity.
If you are offered an investment that offers a potential return that is twice the return you are getting 
on the conservative investments you hold, but you could lose 50 percent of the investment:
1. I would not consider such an investment.
2. I would consider such an investment but with only a small portion of my money.
3. I would make such an investment but not with all my money.
4. I would do it in a heartbeat.
If you are offered an investment that could double in value in one to two years, but you could also lose 
100 percent of your investment:
1. I would never consider such a high-risk investment.
2. I might invest a very small amount of money, but I would have to be convinced by someone that 
it is a smart strategy and it would make me very nervous.
3. I would be somewhat nervous but would be willing to risk some money.
4. I would make such an investment but not with the majority of my money.
What sort of gambling do you participate in?
1. I never bet at casinos, racetracks, or on sporting events.
2. I occasionally bet at casinos, racetracks, or on sporting events.
3. I regularly bet at casinos, racetracks, or on sporting events.
4. I participate in the above activities regularly and in large sums.
What risk-oriented ventures/sports do you participate in?
1. My life and hobbies are conservative with no risks.
2. I take some limited risks such as bike riding, hunting.
3. I participate in some fairly risky items such as scuba diving and snow skiing.
4. I “go for the gusto” such as hang gliding and car and motorcross racing.
I feel my income and job status:
1. Are such that I cannot take risks and must be cautious.
2. Are secure but I still prefer to be conservative.
3. Are stable and I can thus venture out some.
4. Are only improving and I can take risks elsewhere.
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What is your feeling toward your future opportunities at work?
1. My job is fairly secure but the likelihood for advancement is limited.
2. Advancements will come but they will be slow.
3. I have a lot of irons in the fire and some will definitely work out.
4. I am on a fast track and opportunities are unlimited.
What are your feelings toward potential windfalls and rewards?
1. I feel that I will be limited in extra income, inheritance and bonuses.
2. I will receive some rewards and bonuses but they will not be large.
3. Something big will come my way, but I am not sure where it will come from or how far off it may 
be.
4. One of my various ships is sure to come in and it will be very large.
Do you tend to second guess important decisions?
1. I often agonize over whether I have made the right decision.
2. I flip flop back and forth over decisions.
3. I occasionally second guess my decisions.
4. I never second guess or change my initial decision.
How do you react to negative events in your personal life?
1. I tend to overreact and become distraught.
2. I overreact at first but with time deal with it.
3. I let it affect me some but usually see the bright side of negative events.
4. I get over negatives fast or just ignore them.
Do you generally prefer the sure deals over the unknown at work and in investing?
1. I always go for the sure thing that I can bank on and not have to worry about.
2. I go back and forth depending on the situation.
3. I will sometimes go for the unknown if I have some control or knowledge.
4. If I think the unknown will reward me better, I always choose that route.
If given a choice, would you choose a job that:
1. Had excellent job security but where the salary was lower than you would like.
2. Where both the security and salary were fine or average.
3. Where the job security was not 100 percent but the salary was above average.
4. Where the salary and security are limited but the bonuses and opportunities could be lucrative.
SCORING:
Total number of #1 answers:________ times 1 = ________
Total number of #2 answers:________ times 2 = ________
Total number of #3 answers:________ times 3 = ________
Total number of #4 answers:________ times 4 = ________
Total score
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SCORING LEGEND FOR RISK TOLERANCE SURVEY
SCORE RISK TOLERANCE LEVEL
1-45 pts. These clients are ultra-conservative with a strong fear of the unknown. They would 
rather their investments under-perform than worry. An attempt to educate these clients 
could be beneficial, but doing so with the goal of talking them into riskier investments is 
a mistake.
46-60 pts. These clients are conservative and are uncomfortable with risk. Proper education may 
move them up a notch on the risk-acceptance scale, but the issue should not be forced. 
Go slow and plan on a lot of hand-holding and explanation. Volatility and loss of 
principal should be avoided.
61-75 pts. These clients are borderline and harder to evaluate. They will take some risks if the 
risks are controlled. Proper education will potentially move these people up a notch on 
the risk-acceptance scale. Some volatility may be accepted, but a negative return may 
not be acceptable. The majority of the portfolio still will be somewhat conservative.
76-92 pts. These clients are usually referred to as a growth to long-term growth investor. They are 
willing and able to take calculated risks. They are performance oriented but not 
aggressive. If the investment performance is average with a mixed, diversified portfolio, 
these clients will be happy.
93-108 pts. These clients want to mildly out-perform average growth-oriented investments. They are 
probably fairly knowledgeable regarding investments, but this knowledge may be just 
enough to make them “dangerous.” Limited volatility and negative returns are 
acceptable on a comparative basis.
>108 pts. These clients are players. They might even manage the money themselves but they are 
too busy making money in their careers. They are usually aggressive in their 
investments but not necessarily speculators. They have a good grasp of the risk-reward 
ratio. They may seek investment education so they can be part of the team and assist in 
evaluating the performance of the adviser. Though they are long-term players, they will 
jump ship quickly if fees or performance are out of line, on a comparative basis. Under­
performance is usually not an option. They will have little use for conservative 
investments unless their income and net worth are so high that they have no need for 
risks.
*Risk Tolerance Survey by Douglas J. Schultz, RIA 
Copyright © 2000 by Practitioners Publishing Company
Appendix 3-2 
Investment Policy Statement
INVESTMENT POLICY STATEMENT
for
High Net-Worth Individual
[Client]
Approved o n ________ [Patel
It is intended that this investment policy statement be reviewed 
and updated at least annually. Any change to this policy should be communicated 
in writing on a timely basis to all interested parties.
The Investment Management Council has prepared this Investment Policy Statement 
(IPS). It is intended to serve as an example of the type of information that 
would be included in a comprehensive IPS. Clients are advised to 
have legal counsel review their IPS before it is approved.
Source: Donald B. Trone of the Investment Management Council and the Center for Fiduciary Studies, Pittsburgh, PA, (412) 687- 
4120 or dontrone@email.msn.com. Copyright 1999. Used with permission.
55
56 Managing Client Goals and Expectations in an Uncertain Market
EXECUTIVE SUMMARY
Type of Client:
Current Assets:
Time Horizon:
Modeled Return:
Modeled Risk Level:
Taxable, Individual
$650,000
Greater than 5 years
8.0% (5.5% over CPI)
Modeled loss at -8.4% for a single year 
(Statistical confidence level of 90%)
Lower Strategic Upper
Asset Allocation: Limit
(%)
Allocation
(%)
Limit
(%)
Domestic large cap equities
Value 21 26 31
Growth 21 26 31
Small cap 5 10 15
International equities 0 5 10
Domestic fixed income
Multi-sector bond 15 20 25
Global fixed income 0 5 10
Cash equivalents 0 5 10
Evaluation benchmark: Total return to exceed weighted index returns
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BACKGROUND AND PURPOSE
This Investment Policy Statement (IPS) has been prepared for [client name(s)] (“Client”), a taxable 
entity. The assets covered by this IPS currently total approximately $650,000 in market value, but the 
Client’s net worth is estimated to be $1,225,000. Assets not covered by this IPS include: (1) corporate 
sponsored defined contribution programs where both the husband and wife participate (combined, 
valued at $350,000); and (2) a vacation condo valued at $225,000.
Key Information:
SSN: ________________________
Investment Adviser: ________________________
Custodian: ________________________
Accountant: ________________________ , CPA
Attorney: ________________________ , Esq.
The purpose of this IPS is to assist the Client and Investment Adviser (Adviser) in effectively 
supervising, monitoring, and evaluating the management of the Client’s assets. The Client’s 
investment program is defined in the various sections of this IPS by:
1. Stating in a written document the Client’s attitudes, expectations, objectives, and guidelines in 
the management of their assets.
2. Setting forth an investment structure for managing the Client’s assets. This structure includes 
various asset classes, investment management styles, asset allocation, and acceptable ranges 
that, in total, are expected to produce an appropriate level of overall diversification and total 
investment return over the investment time horizon.
3. Encouraging effective communications between the Client and the Adviser.
4. Establishing formal criteria to select, monitor, evaluate, and compare the performance of money 
managers on a regular basis.
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STATEMENT OF OBJECTIVES
This IPS describes the prudent investment process that the Adviser deems appropriate for the 
Client’s situation. The Client desires to maximize returns within prudent levels of risk and to meet the 
following stated investment objectives:
[Adviser lists investment objectives, such as retire with sufficient assets to support a lifestyle of
___________ , or provide college tuition to grandchildren.]
Risk Tolerances
The Client recognizes and acknowledges that some risk must be assumed in order to achieve 
long-term investment objectives, and that there are uncertainties and complexities associated with 
contemporary investment markets.
In establishing the risk tolerances for this IPS, the Client’s ability to withstand short and 
intermediate term variability was considered. The Client’s prospects for the future, current financial 
condition, and several other factors suggest collectively that some interim fluctuations in market value 
and rates of return may be tolerated in order to achieve the longer-term objectives.
Asset Class Preferences
The Client believes that long-term investment performance, in large part, is primarily a function of 
asset class mix. The Client has reviewed the long-term performance characteristics of various asset 
classes, focusing on balancing the risks and rewards of market behavior. The performance expectations 
(both risk and return) of each asset class are contained in the section titled “Asset Class Profiles,” later 
in this document.
The following six asset classes were selected, ranked in descending order of “risk” (that is, short 
bonds have the least risk of those listed).
• Short bond
• Multi-sector bond
• Large cap value
• Large cap growth
• Small cap
• International equity 
Time Horizon
The investment guidelines are based upon an investment horizon of greater than five years; 
therefore, interim fluctuations should be viewed with appropriate perspective. Short-term liquidity 
requirements are anticipated to be minimal.
Expected Return
In general, the Client would like the assets to earn at least a targeted return of 8.0 percent. It is 
understood that an average return of 8.0 percent will require superior manager performance to retain 
(1) principal value and (2) purchasing power. Furthermore, the objective is to earn a long-term rate of 
return that is at least 5.5 percent greater than the rate of inflation as measured by the Consumer Price 
Index (CPI).
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DUTIES AND RESPONSIBILITIES
Investment Adviser
The Client has retained an objective, third-party Adviser to assist in managing the investments. 
The Adviser will be responsible for guiding the Client through a disciplined and rigorous investment 
process. As a fiduciary to the Client, the primary responsibilities of the Adviser are to:
1. Prepare and maintain an investment policy statement.
2. Provide sufficient asset classes with different and distinct risk/return profiles so the Client can 
prudently diversify the account.
3. Prudently select investment options.
4. Control and account for all investment expenses.
5. Monitor and supervise all service vendors and investment options.
6. Avoid prohibited transactions and conflicts of interest.
Investment Managers
As distinguished from the Adviser, who is responsible for managing the investment process, 
investment managers are co-fiduciaries responsible for making investment decisions (security selection 
and price decisions). The specific duties and responsibilities of each investment manager are:
1. To manage the assets under their supervision in accordance with the guidelines and objectives 
outlined in their respective Prospectus, Trust Agreement, or Contract.
2. To exercise full investment discretion regarding buying, managing, and selling assets held in 
the portfolios.
3. To vote promptly all proxies and related actions in a consistent manner. The investment 
manager shall keep detailed records of the voting of proxies and related actions and will comply 
with all applicable regulatory obligations.
4. To communicate all significant changes pertaining to the portfolio or the firm itself. Changes in 
ownership, organizational structure, financial condition, and professional staff are examples of 
changes to the firm in which the Client is interested.
5. To use the same care, skill, prudence, and due diligence under the circumstances then 
prevailing that experienced investment professionals acting in a like capacity and fully familiar 
with such matters would use in similar activities for like Clients with like aims in accordance 
and compliance with all applicable laws, rules, and regulations.
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INVESTMENT MANAGER SELECTION (MUTUAL FUNDS)
The following due diligence criteria will be applied in selecting each individual investment option:
1. Regulatory oversight: Each investment manager must be either a bank, an insurance company, 
a mutual fund organization, or a registered investment adviser as defined by the Investment 
Advisers Act of 1940.
2. Correlation to style or peer group: The investment option must be highly correlated to one of the 
asset classes identified in the IPS. This is one of the most critical parts of the analysis because 
most of the remaining due diligence involves comparisons of the manager to an appropriate peer 
group.
3. Performance relative to a peer group: Performance numbers will be compared against the 
backdrop of the applicable peer group and broad index (growth managers compared against 
other growth managers and the S&P). The analysis may incorporate annual, cumulative, and 
rolling (3-year) returns. If a separate account manager has just started a mutual fund based on 
the exact process followed for the separate account, consideration will be given to using the 
manager’s separate account track record, adjusted downward for the additional expenses of the 
mutual fund.
4. Performance relative to assumed risk: The manager should demonstrate above median risk- 
adjusted performance measured against the manager’s peer group, considering the fund’s 
Alpha, Sharpe, and/or Morningstar risk-adjusted measures.
5. Minimum track record: The portfolio strategy should have an inception date of greater than 
three years, and the same portfolio management team should have at least two years of working 
together.
6. Assets under management: The manager should have at least $75 million under management 
within the screened product.
7. Holdings consistent with style: Portfolios should have no more than 20 percent of the assets 
invested in securities that are not consistent with the style. For example, a growth portfolio that 
has more than 20 percent in cash and/or international securities.
8. Expense ratios: Funds that have expense ratios, or managers with investment fees, in the top 
quartile (most expensive) of their peer group will be screened out.
9. Stability of the organization: Managers may be eliminated if there are perceived organizational 
problems—personnel turnover, regulatory issues, assets coming in faster than the manager can 
handle, and inability to demonstrate “best price and execution” in trading.
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CONTROL PROCEDURES
Performance Objectives
The Adviser has determined that performance objectives will be established for each investment 
manager. Manager performance will be evaluated in terms of an appropriate market index (for 
example, the S&P 500 stock index for a large cap domestic equity manager) and the relevant peer 
group (for example, the large cap growth mutual fund universe for a growth mutual fund).
Asset Category Index Peer Group Universe
Large cap equity
Value
Growth
Blend
S&P 500
S&P 500
S&P 500
Large cap value
Large cap growth
Large cap blend
Mid cap equities S&P 400 Mid cap blend
Small cap equities Russell 2000 Small cap blend
international equity MSCI EAFE Foreign stock
Domestic fixed income
Short bond
Intermediate
Multi-sector bond
Salomon 1-3 yr. Treas. 
Salomon 3-7 yr. Treas. 
Salomon Broad
Short bond
Intermediate-term bond 
Multi-sector bond
Global fixed income Salomon World 3-5 yr. International bond
Real estate NAR REIT Equity Specialty real estate
Cash 90-day T-Bills Money market database
Monitoring of Money Managers
The Client acknowledges that fluctuating rates of return characterize the securities markets, 
particularly during short-term time periods. Recognizing that short-term fluctuations may cause 
variations in performance, the Client intends to evaluate manager performance from a long-term 
perspective.
On a timely basis, but not less than quarterly, the Adviser will provide the Client with a review as 
to whether each manager continues to conform to the search criteria outlined in the previous section, 
specifically:
• The manager’s adherence to the investment guidelines;
• Material changes in the manager’s organization, investment philosophy, and/or personnel; and
• Any legal, Securities and Exchange Commission, or other regulatory agency proceedings 
affecting the firm.
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The Client is aware that the ongoing review and analysis of an investment manager is just as 
important as the due diligence implemented during the manager selection process. Accordingly, a 
thorough review and analysis of an investment manager will be conducted, if:
• A  manager performs in the bottom quartile (75th percentile) of its peer group over two or more 
quarters.
• A  manager’s three-year risk adjusted return falls below that of the median manager within the 
appropriate peer group.
Performance that may require the replacement of a manager includes:
• A  manager that performs below the median (50th percentile) of its peer group over three or 
more years.
• A  manager with an alpha of less than zero (indexes -0.5) over a three-year period.
Major organizational changes also warrant immediate review of the manager, including:
• Change in professionals
• Significant account losses
• Significant growth of new business
• Change in ownership
The performance of the investment managers will be monitored on an ongoing basis and it is at the 
Client’s discretion to take corrective action by replacing a manager if he deems it appropriate any time. 
A  formal manager evaluation may be initiated if an extraordinary event occurs that could interfere 
with the manager’s ability to fulfill its role in the future, or if a manager fails to achieve agreed upon 
performance objectives over agreed upon time periods.
A formal manager evaluation may include the following steps:
1. An analysis of recent transactions, holdings, and portfolio characteristics to determine the cause 
for underperformance or to verify a change in style.
2. A  review of correspondence from the manager or reports from research firms on the manager’s 
underperformance.
3. A  formal review of gathered information leading to a decision regarding the manager to either 
(1) retain in a normal capacity, (2) retain subject to a “watchlist” status, or (3) terminate.
Ultimately the decision to retain or terminate a manager cannot be made by a formula. It is a 
judgment that turns on the Client’s confidence in the manager’s ability to perform in the future.
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Measuring Costs
The Adviser will review, at least annually, all costs associated with the management of the Client’s 
investment program, including:
• The manager’s attention to trading the portfolio at “best execution.”
• Expense ratios, or investment fees, of each investment option against the appropriate peer 
group.
• Custody fees—the holding of the assets, collection of the income, and disbursement of payments.
• The manager’s appropriate use of soft dollars.
The Client will review this IPS at least annually to determine whether stated investment objectives 
are still relevant. The Adviser will review the IPS at least annually to determine the continued 
feasibility of achieving the investment objectives. It is not expected that the IPS will change frequently. 
In particular, short-term changes in the financial markets should not require adjustments to the IPS.
Prepared:___________________________________________________________________________ __
D ate:_____________________________________________________________________________________
Adviser:_____________________________________________________________________________________
Approved:_____________________________________________________________________________________
D ate:__________________________________________________________________________________ ___
Client: __________________________________
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Asset Class Profiles1
Asset
Class
Modeled
Return
Modeled Std 
Deviation
Index
Proxy
Short bond 5.2 4.4 SOLB21-3 yr Treas.
Intermediate bond 6.0 6.1 SOLB2 3-7 yr Treas.
Multi-sector bond 6.2 7.0 SOLB2 Broad Index
Global bond 6.2 12.0 SOLB2 World
Large cap blend 8.9 14.8 S&P 500
Large cap growth 8.9 14.8 S&P 500
Large cap value 8.9 14.8 S&P 500
Mid cap 9.0 17.3 S&P 400
Small cap 9.1 19.8 FRC 20003
International equity 9.2 23.0 MSCI EAFE4
Real estate 7.5 16.5 NAREITS5
Notes:
1. Source: Modeled returns for 1999 were provided by the Investment Management Council.
2. Salomon (Index)
3. Russell 2000 Index
4. Morgan Stanley Capital International (MSCI) Europe, Australia, Far East (EAFE) Index
5. National Association of Real Estate Investment Trusts Index
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Selected Investment Options
Short bond: Also used as a proxy for GICs, stable value funds, and money markets. Fixed-income 
funds of investment grade securities that have duration of more than 1.0 but less than 3.5 years or an 
average effective maturity of more than 1.0 but less than 4.0 years.
Intermediate bond: Fixed-income funds of investment grade securities that have a duration of more 
than 3.5 but less than 6.0 years or an average effective maturity of more than 4.5 but less than 7.0 
years.
Multi-sector bond: Funds that diversify their assets among several fixed-income sectors, usually 
government, corporate, and high yield domestic obligations.
Global bond: Funds that invest in fixed-income securities, primarily from developed countries around 
the world, including the United States.
Large cap blend: Domestic equity funds that invest in stocks that represent the largest 5 percent of 
the top 5,000 U.S. stocks and where the combination of the median stocks’ P/E and P/B is between 1.75 
and 2.25.
Large cap growth: Domestic equity funds that invest in stocks that represent the largest 5 percent of 
the top 5,000 U.S. stocks and where the combination of the median stocks’ P/E and P/B is greater than 
2.25.
Large cap value: Domestic equity funds that invest in stocks that represent the largest 5 percent of 
the top 5,000 U.S. stocks and where the combination of the median stocks’ P/E and P/B is less than 
1.75.
Mid cap: Domestic equity funds that invest in stocks between the largest 5 percent to 20 percent of the 
top 5,000 U.S. stocks.
Small cap: Domestic equity funds that invest in stocks that represent the smallest 80 percent of the 
top 5,000 U.S. stocks.
International equity: Funds that invest in non-U.S. stocks, primarily in developed countries around 
the world, although most international funds include an allocation to emerging markets, as well.
Real estate: Funds that invest primarily in REIT equity instruments. The characteristics of these 
funds are more representative of small cap stock than direct investment in a diversified portfolio of real 
estate composed of farm, residential, and commercial properties.
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Money Managers
The way in which money is invested is critical to the success of an 
investment plan. Many clients’ investment needs can be met using 
mutual funds and individual securities. However, some advisers may be 
uncomfortable recommending individual stocks, bonds, and mutual funds 
to satisfy the client’s asset allocation. These advisers may want to 
perform the planning of the engagement (and develop an investment 
plan) but then delegate the actual asset selection process to other 
professionals. It then becomes the responsibility of these professional 
investment managers (or separate account managers or money 
managers) to implement the investment plan. The adviser then monitors 
the performance of the other money manager(s).
Separately Managed Accounts
Separate accounts, or managed accounts, are changing the way affluent, 
high net worth individuals invest. Separately managed accounts, also 
called individually managed accounts, were once available only to 
wealthy individuals with $1,000,000 or more of investable assets, and 
many separate accounts had prohibitively high fees, close to 3 percent. 
Today, however, the rules have changed. Some separately managed 
accounts now have minimums as low as $100,000, and much lower fees.
Assets under management in these accounts have quadrupled, from a 
little under $75 billion at the end of 1994 to $275 billion by 2001, and are 
likely to surpass $650 billion by the end of 2005, according to Asset 
Management: The State o f the Separate Account Consultant Programs, a 
report by Cerulli Associates. That report also found that the overall size of 
the managed accounts industry reached $727.8 billion in assets by the
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end of the second quarter 2001. It’s Cerulli’s guess that the managed 
accounts industry will grow to 30 percent of all investable assets within a 
few years.
Portfolios are usually managed by institutional money managers on a 
discretionary basis. That means that clients delegate the day-to-day 
investment decisions to their money managers. It is important to note 
that while clients assign the daily decision-making responsibility to their 
money managers, they do not in any way relinquish control over their 
portfolios. Separate accounts give clients more control over taxable 
transactions. If the client needs to realize losses, or if it is a good time to 
realize gains, these transactions are easily arranged in separate accounts.
The value of the client’s portfolio is a key influencer in determining 
whether a separate account manager is needed. Some advisers use 
$1,000,000 as a rule of thumb, but that cutoff point may be higher or 
lower in certain circumstances. There are myriad reasons advisers might 
choose to use outside professional investment managers. Some common 
reasons include:
1. Clients’ request for individual stocks and bonds to carry out the 
asset allocation, but the adviser does not engage in the analysis 
and selection of individual securities.
2. The adviser refers all implementation to other advisers and 
managers.
3. Clients specifically request using a separate money manager.
Advantages
A separate account can provide advantages over mutual funds. Those 
advantages include:
• Securities are directly owned by investors.
• Securities are owned with their own cost basis.
• Securities can be screened for ethical and economic preferences.
• Investor is not subject to undesirable consequences of the asset 
flows in a mutual fund.
• Investor is allowed to capitalize on market corrections.
• Investor has better control over taxable events.
Potential tax savings, however, are one of the biggest advantages of 
using money managers. Using a money manager can allow a client to pay 
taxes only on capital gains actually realized because the client owns the 
securities in his or her account directly and can work with you as the 
financial adviser to develop tax-planning strategies that mutual fund 
investors may not be able to duplicate. In theory, then, clients should be 
able to buy and hold indefinitely, to avoid realizing gains, and should be 
able to take losses to offset any gains that have been taken. As the
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adviser, you should find out if this tax-planning capability actually exists 
at the manager and at the account level. That is, money managers should 
be cognizant of the tax aspects of their trades and they should be willing 
to respond to an investor’s tax situation.
Tax management strategies that mutual funds or individual money 
managers employ are necessary to improve after-tax returns, and tax 
managing a portfolio can be a very important part of the winning 
strategy. If you wait until year end to do tax planning—as you must with 
a mutual fund—opportunities might be lost. In separate accounts, tax 
planning should not take place just at year end. Instead, losses can be 
harvested all year long. In fact, some managers may have a mandate 
from the provider to take significant losses whenever it’s possible.
Selecting Money Managers
Some advisers will find it necessary to use money managers because they 
do not have the in-house expertise to recommend individual securities. 
Other advisers will only occasionally refer to a money manager, when the 
adviser’s practice does not have the expertise to meet a particular client’s 
needs.
You can structure your practice in such a way as to turn money 
manager searches into a line of business. This is effective when you have 
a sizable client base that will use outside money managers. Your focus, 
then, will be on searching, screening, hiring, and monitoring money 
mangers for your clients.
There are many ways to work with outside money managers. You can 
search, screen, hire, and monitor money managers or you can outsource 
the entire selection process to an investment management consultant.
Most advisers work with clients to develop an asset allocation formula 
and an investment policy statement. Implementation then varies 
depending on many factors, such as the size of the client’s portfolio and 
the adviser’s expertise and practice philosophy.
There is no perfect way to choose money managers. Advisers consider 
a number of important factors before recommending a money manager to 
a given client. An investor’s long-term happiness with a money manager 
often traces to what he or she was thinking when he or she first hired the 
manager. Having a selection system is a good way to begin; refine the 
process as you learn more about your client’s needs.
Following are some of the major factors that should be considered 
when selecting professional investment managers, regardless of whether 
they will be mutual fund or money managers.
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Past Performance
Relative performance should be considered in both up and down markets 
to obtain an overall impression of the manager’s ability. Although greater 
weight should be given to more recent performance, avoid drawing firm 
conclusions from short-term results that may reflect chance as well as 
skill. Performance should be evaluated for at least one complete business 
cycle, which will usually be a period of about six years. It is generally of 
little value to measure performance too far into the past (that is, more 
than 10 years). All investment institutions evolve in character or change 
over time as a result of personnel, organizational, and strategy changes. 
Such out-of-date information has little bearing on future performance.
The link between past and future performance may be weak for the 
following reasons:
• Changes in personnel and other extraneous events are liable to 
cause relative performance to vary continuously over time.
• In the short term, good past performance is often a consequence of 
the strategy being ideally suited to the investment conditions 
existing at that time. When different conditions arise, as they 
invariably do, it is unusual for management to alter the strategy 
appropriately.
• Good past performance can arise for purely fortuitous reasons, 
particularly over the short term. Luck inevitably plays a part in 
investment success because the success was determined by factors 
that, to a large extent, were initially unknown to the investor.
No individual or institution, even one possessing an abundance of 
past-performance statistics, has been able to find an adviser who has 
consistently outperformed rivals. Therefore, choosing the most recent top­
performing manager does not necessarily ensure success.
Charges
Management fees for money managers are typically based on a 
percentage of investment assets under management, a percentage of 
appreciation during the period, or a combination of the two.
Status
Investment advisers gain a high level of confidence through:
• A long-established history
• Public reputation and prestige
• Size of assets managed by the adviser or management company
• Growth of assets under management
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Investment Team
A factor of good performance is the technical ability of three groups of 
people: senior strategists and investment directors, the manager, and 
analysts and other support staff.
It is difficult to assess the investment expertise of an institution’s 
investment department. Although biographical profiles give some insight 
into the depth of experience of an investment team, other marketing 
materials usually contain little information. Presentations made by the 
investment team may be helpful, but typically, only the team’s marketing 
representative will be present and often the information offered is limited 
in scope. In view of this difficulty, it is natural for the practitioner or 
client conducting the due diligence to rely on past-performance records. 
Thus, you or your client—and in particular, the investment manager— 
should remain in regular contact with the senior members of the 
investment team to obtain a more objective view of the talents of 
particular teams. This is realistic only when really substantial amounts 
are invested with the manager. Do not expect this at the $100,000 level.
Investment Decision Process
The right investment talent is only half of the story. To be effective, 
investment managers require the following:
• An efficient decision-making structure
• Sensible delegation
• Fast implementation of policy
• Close monitoring from above
• Effective teamwork
• Avoidance of self-interest
Risk Profile
Advisers try to match the client up with a money manager who shares the 
client’s attitude toward risk. Not all money managers have rigid 
procedures in place to control risk. Risk strategy is obviously a key 
concern. Thus, efforts to understand the manager’s risk profile are 
necessary if the client is to feel comfortable with the manager.
Advisers should inquire how the management structure of the money 
manager monitors the risk taken by its managers—and what controls are 
in place to prevent managers from taking undue risk. Also consider the 
various factors the adviser takes into account, to control the risk of each 
managed fund or account.
Strategy
The money manager’s strategy should be consistent with the client’s 
investment objectives. If the client is going to have confidence in the 
manager, there needs to be an understanding of the investment strategy.
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The following issues will aid you in determining the investment 
manager’s strategy:
• Reasons behind the current asset and sector distribution
• Methods adopted for selecting securities
• Decision-making process for strategy changes
• Means by which strategy changes are implemented
• Degree to which the portfolio is actively managed
Track Record
The following are areas to watch for in the process of selecting managers:
• Managers who lack a track record in a down market are hard to 
evaluate. A  manager who has gained experience only in up 
markets may not have the ability to preserve capital during a 
declining market.
• Managers who use speculative strategies in volatile areas may 
increase the portfolio’s risk. This would include trading in futures 
contracts, commodities, options other than covered calls, 
arbitrage, and lettered stock.
It is worth emphasizing that a successful strategy requires both 
efficient decision making and decisive implementation.
Flexibility
The client should not expect the relationship to last forever, so exit terms 
should be carefully reviewed. This is especially true when clients opt to 
use derivative products. In addition, clients should be flexible in the type 
of management used. For example, can the client move with ease from 
commingled funds, such as mutual funds, to individual managers? Some 
funds have redemption charges, while others impose penalties. Therefore, 
the fee charged for moving out is an important consideration for the 
client.
Investment Administration
With the use of technology, most institutions managing assets offer an 
effective (Web-based) administration option that often eliminates the 
need for regular direct client involvement.
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Turnkey Asset Management Programs
Choosing a third-party vendor, such as a turnkey asset management 
program (TAMP), is difficult for many advisers. Begin by asking yourself 
how much input you want to have in the process. Generally, these 
programs begin with asset allocation for individual clients and then move 
on to manager selection. Some advisers want to play an active role in 
these decisions, whereas others would rather rely upon the vendor’s 
expertise. Additionally, vendors vary in the influence they exert. Some 
programs are very tightly structured—the vendor tells you how to 
construct the portfolio, based on information received from the client. 
Other vendors permit the adviser to get more involved. Therefore, you 
should know what to expect from a vendor’s method of operation.
Control is perhaps the most subjective and, therefore, the hardest 
issue to analyze. But it is crucial that you deal with it before deciding to 
use a TAMP. You must ask yourself, “Am I comfortable giving up control 
over the functions for which the TAMP will be responsible?” For some 
advisers the answer is clearly “no.” Can you allow outsiders to manage 
critical aspects of your client relationships? If you are unable to allow 
someone else to make important decisions that might affect client 
relationships, you probably aren’t a good candidate to work with a TAMP.
There are an increasing number of alternatives that will let an 
adviser outsource some activities while retaining control over others. In 
the past, TAMPs tended to provide their services on an all-or-nothing 
basis. Increasingly, however, some will now work with the adviser to 
customize a service package tailored to your needs.
An important part of the due diligence effort is to make sure you 
understand the full range of a TAMP’s service and support offering. Find 
out—in detail—how the TAMP can make your practice stronger and more 
efficient. Give special attention to the quality and frequency of a TAMP’s 
communications. Ask to see samples of the regular, periodic publications 
a TAMP provides. Also ask for samples of event-driven communications, 
particularly those relating to developments affecting managers. One of 
the great services a TAMP can provide is to be the vigilant watchdog that 
lets you know of important events that might affect your clients’ 
portfolios.
Performance reports are the primary tangible that a TAMP produces 
for you and your clients. Ask to see sample reports. Find out how flexible 
the TAMP’s reporting capabilities are. Are there different levels of reports 
for different types of clients? How much customization can be done? Are 
private label reports available? Can the TAMP do consolidated reporting 
so your clients can see their entire portfolio in one report?
The timing and accuracy of performance reports can have a 
significant impact on clients, particularly if things go wrong. Nothing 
undermines an adviser’s credibility like errors in a performance report. 
Find out when and how reports are delivered. How long after the end of a 
quarter does it take to provide the reports? Are they available online? Is 
performance calculated only quarterly or is it available more frequently?
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The Internet has raised the bar in terms of client expectations in this 
area. Many clients are interested in seeing the impact of market 
movements on their portfolio immediately, or nearly so. Make sure you 
understand the TAMP’s capabilities so you can set client expectations 
accordingly.
TAMP services may include:
• Client profiling and risk tolerance assessment
• Asset allocation modeling and advice
• Manager or mutual fund search and selection
• Ongoing manager research and due diligence
• Performance monitoring and reporting
• Portfolio accounting and trading
• Account administration and billing
• Marketing assistance and communication
Issues to raise when considering a TAMP:
Range and quality of products
Size and experience of firm
Breadth and quality of consulting services
Depth and experience of the staff
Due diligence process—qualitative and quantitative
Quality of performance analytics and reporting
Technology strength and commitment
Pricing and minimum account size
Customer service capabilities
Quality and frequency of communication
Flexibility and responsiveness to client needs
Corporate culture
A good TAMP becomes a teammate with whom you will develop a 
close, long-term business partnership. Treat the decision to work with a 
TAMP as a decision that could significantly affect the success of your 
business—because it truly can.
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Investment Management Consultants
Investment professionals known as investment management consultants 
or investment management supervisors may be used by clients to screen 
money managers. These consultants can be helpful in realistically 
outlining investment expectations for the client and in finding the right 
manager to fill those needs. Screeners are often paid with soft dollars (the 
manager will direct a portion of trades for the investor’s account to be run 
through the screener’s firm), or hard dollars (a fixed fee), or will receive a 
percentage of the dollars being invested.
Clients without the time or expertise to choose money managers often 
depend on you as their financial adviser to ensure that the manager 
understands the client’s time horizon, risk tolerance, and overall 
investment goals. Ideally, a financial adviser helps the investor entrust 
his or her account’s day-to-day supervision to a portfolio manager in 
whom the investor can place a high degree of confidence. Appendix 4-1 is 
a checklist that summarizes the factors to consider in selecting 
investment managers for a client.
Appendix 4-1
Checklist for Selecting a
Private Account Manager
Client considerations to keep in mind before beginning the selection process:
1. Client’s personal preferences (for example, time horizon, return requirements, risk tolerance, 
socially responsible considerations and other exclusions, other assets, investing experience, 
other)
2. Tax implications that the client will encounter (for example, nature of account, including 
taxable versus tax-deferred portfolio, appropriate tax rates)
3. What the adviser’s management capabilities and resources are
Key factors in selecting suitable private account managers:
Absolute, risk-adjusted, and relative risk-adjusted historical performance is not enough. Several 
other factors must be investigated and considered when selecting suitable private account 
managers. Consider the following:
1. Manager’s tax efficiency
2. Quality of the composite
3. Portfolio holdings and turnover
4. The manager’s investment philosophy
5. The manager’s investment process and style
6. Personnel and management succession issues
7. Level of client service
8. Quality of the service
9. Consistency of the performance
10. Sustainability of the performance
79
80 Managing Client Goals and Expectations in an Uncertain Market
Following the selection of suitable managers, the adviser must be equipped to:
1. Continuously monitor the performance of the managers and determine whether manager 
replacement is warranted.
2. Regularly monitor the overall portfolio to ensure that the client’s objectives are being met, that 
asset classes are being appropriately rebalanced, and that the overall return and risk 
characteristics of the overall portfolio mix are being maintained.
3. Implement tax minimization or optimization strategies where practical and integrate with the 
client’s wealth transfer and income tax planning objectives.
Source: J. Gibson Watson, III, Prima Capital Holding, Inc.
Chapter 5 
Reporting and Monitoring
Investing Takes Tim e........................................................................................................ 83
Stick to the Plan........................................................................................................  84
Risk Assessment.......................................................................................................  84
Asset Allocation and Rebalancing the Portfolio...................................................  84
Measuring Performance and Reporting Activity...................................................  85
Client Communication...................................................................................................... 86
Calculating Performance................................................................................................  87
Time-Weighted Rate of Return...............................................................................  87
Internal Rate of Return............................................................................................  88
Report Delivery................................................................................................................... 88
Software Applications......................................................................................................  88
Account Aggregation........................................................................................................  89
Appendix 5-1 Sample Client Reports.............................................................................  91
81
5
Reporting and Monitoring
A properly designed investment policy statement (IPS, see Chapter 3) 
requires a significant commitment of time and effort to complete properly. 
Even the best crafted IPS will not implement itself and will not 
accomplish the investment objectives without additional work.
Think of the IPS as the roadmap for the investment adviser to follow. 
The IPS includes the target asset allocation, risk parameters, investment 
goals, and performance standards, among many other directives. After 
the adviser sets the plan in motion, the next step is to monitor the 
effectiveness of the plan. This includes the investment results, the tax 
efficiency, the asset allocation, and the risk level inherent in the portfolio.
Investing Takes Time
Although an IPS is the framework for the investment plan, it should not 
be used as a tool to micromanage the portfolio. The IPS needs to include 
information about such concepts as time horizon before expected annual 
withdrawals and contributions occur. This information will help the client 
make appropriate asset allocation decisions and avoid the natural 
tendency to try to time the market. The importance of contributions is 
related to the size of the portfolio; the IPS should state the percentage of 
the portfolio that will be invested in nonmarketable investments, such as 
limited partnership and venture capital.
Expected returns over a reasonable time horizon are integral to a 
well-crafted IPS. Advisers should be willing to lose a greedy client. Long­
term investors buy stocks and, therefore, add to their portfolios when the 
markets go down. Advisers must discuss expected returns and historical 
returns with their clients. The ideal client-investor understands that
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market timing is impossible. Greedy investors, on the other hand, want to 
be involved in good markets and seek the security of cash in bad ones. 
The sophisticated investor knows it is impossible to foresee the best 
days—and days to not be invested. By definition, therefore, to be 
“investors,” clients must have a long-term time horizon.
Stick to the Plan
Periodic reviews of select IPS elements with the client remind the client of 
the plan and why it was developed in the first place. The review can also 
serve as an effective tool to help keep clients on track with their 
investment plan. Advisers should measure adherence with the IPS no 
more frequently than quarterly and no less frequently than annually. 
Different elements of the IPS may be measured at varying intervals. For 
example, performance may be measured every quarter, whereas asset 
allocation may be assessed every year.
The IPS should be modified only if it fails to meet the long-term 
objectives of the client or when those objectives or other key elements 
change.
Risk Assessment
A key element in the investment planning process is the initial 
assessment of the client’s tolerance for risk. A  critical component in the 
ongoing portfolio management is the monitoring of the actual risk level 
assumed. On a periodic basis (for example, annually), the client should 
complete a risk-assessment survey. This may involve a written 
questionnaire or may be more informal, such as a discussion about risk 
with the adviser. Regardless of the method used, the results should be 
documented and compared to the IPS. If the results differ significantly 
from the IPS, the adviser should determine the reasons for the shift. 
Perhaps the risk tolerance shift was caused by a one-time (nonrecurring) 
event or simply by the client’s heightened awareness of investment risk. 
Alternatively, the portfolio may have experienced a decline in market 
value and the client did not truly have the tolerance for risk initially 
thought. Regardless of the circumstances, consider amending the IPS to 
conform to the client’s new tolerance for risk.
Asset Allocation and Rebalancing the Portfolio
A target asset allocation is developed in the IPS. As soon as the plan is 
implemented, the actual allocation will likely begin deviating from the 
target. The adviser should determine how often to rebalance the portfolio. 
Most advisers will rebalance the portfolio on an annual basis.
Many IPSs permit some level of fluctuation in the asset allocation 
before reallocation is necessary. For example, rather than allocating a 
fixed 10 percent to real estate investment trusts (REITs), an allocation 
range of 8 percent to 13 percent may be targeted. The IPS may
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specifically state that until a deviation of 5 percentage points is exceeded, 
rebalancing need not occur.
Portfolio rebalancing should always be performed in consideration of 
the tax impact of the portfolio changes. As stated previously, ranges are 
often included in the IPS to improve the tax efficiency of the portfolio.
The portfolio rebalancing process can sometimes be difficult for clients 
to understand. For a portfolio to get out of balance in the first place, some 
investments had to either over- or underperform. The rebalancing process 
returns the portfolio to the target levels. This may require the reallocation 
of assets from classes that have performed well. However, reminding the 
client of the principle of “buy low and sell high” often helps in the asset 
allocation and reallocation process.
Your job as an adviser is to help clients focus on their allocations and 
compare investment returns to a benchmark. For a very long-term 
investor, any bond allocation will serve to mitigate short-term volatility 
risk but cannot enhance the long-term return. For a long-term investor, 
volatility is not the risk; inflation is. For fear-based clients, this may be 
reason enough to compare returns to established benchmarks.
It is not easy to speculate which type of stock will outperform another 
or which country’s securities will provide the best overall returns. To try 
to guess is to practice market timing. Asset allocation allows you to take 
some of the guesswork out of investing. We cannot foresee what the 
future holds. Ideally, a client with a 30-year time horizon would be best 
suited for 100 percent investment in stocks. By using asset allocation, an 
adviser can stabilize investment returns and help ground the client’s 
emotions.
Measuring Performance and Reporting Activity
The client and the adviser should agree in advance on an expected target 
rate of return. The agreement should then be documented in the IPS. The 
rate of return should also be accompanied by a measure of risk, usually 
expressed as a standard deviation. Rates of return are often measured 
against a standard benchmark, such as the S&P 500 or some other 
popular index, and the relevant peer group. Another common approach 
for measuring performance is a stated rate of return, such as “7 percent” 
or “4 percent over the rate of inflation.”
Rather than using a standard benchmark, we prefer using a stated 
(target) rate of return. The stated rate of return is determined based on 
the goals for the investment portfolio. For example, a 40-year-old client is 
planning to retire in 15 years. Based on the current holdings, projected 
contributions, rate of inflation and many other factors, we determine an 
annualized rate of return of 8 percent is necessary to obtain the desired 
goal of retiring at age 55. Our philosophy is that if our clients can obtain 
their desired goal, that should be the benchmark against which portfolio 
performance is measured.
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Client Communication
When communicating investment results to the client, the adviser should 
include a narrative about the portfolio along with color graphs and 
investment reports. Written communications will allow the client to 
review the information at a leisurely pace and pose questions to the 
adviser. Although written communications may be preferred for reporting 
results, there is no substitute for personal contact and face-to-face 
meetings. Moreover, a lack of personal contact may drive your clients to 
seek other advisers.
This communication process is much more than simply reporting 
performance and adherence to the IPS. It can also serve as an educational 
tool for the client and can play a major role in advancing the adviser- 
client relationship.
As stated previously, when reporting performance, we typically report 
performance as measured against a stated performance goal as opposed 
to reporting against an unmanaged index. The performance is typically 
reported at two to three levels:
1. Performance of the portfolio as a whole
2. Performance at the asset class level
3. Performance at the security level (used only if a perceived benefit 
or interest to the client)
Performance should be reported from the inception of the relationship, 
as opposed to monthly, quarterly, or annually. Investment management 
is a marathon, not a sprint. Reporting results in short intervals can easily 
distract the client from the long-term objective. Furthermore, short-term 
results are easily found in the financial press, and clients will naturally 
compare their results to major indexes. We are not performing to beat an 
index; we are performing to meet a stated goal.
We have heard that some advisers report performance to the client 
only annually because they do not want to micromanage the investments. 
These advisers put a great deal of emphasis on educating the client 
instead of investment performance. They contend that providing 
quarterly reports results in the client’s short-term focus on performance 
and how well or poorly each investment has performed since the original 
purchase and during the last quarter. These advisers emphasize to clients 
that returns for periods of less than an economic cycle are not as 
meaningful as long-term performance.
Clients should not be invested if they intend to spend the money 
within a three-year time frame, because if there were a market correction 
or downturn in the interim, there may not be adequate time to recover 
the losses. A portfolio’s appropriateness will not be measured by rate of 
return but by alignment with the overall expectations jointly established 
with the client—and with the understanding of the probability of
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achieving those expectations. For example, if a client plans to withdraw 
money from an account annually, the portfolio must keep pace with 
inflation. Otherwise, if the client takes an excessive withdrawal for a year 
or two, during a period of underperformance, he or she may have 
difficulty in catching up—or worse, may have dug a hole from which there 
is no escape. So, if the client has a major cash flow need (for example, a 
planned vacation) in the next two or three years, that client should 
remain invested in cash for easy liquidity.
Calculating Performance
Performance measurement quantifies the change in investment value. 
There are primarily two methods for calculating the performance of a 
portfolio:
1. Time-weighted rate of return
2. Internal rate of return
Time-Weighted Rate o f Return
The time-weighted rate of return (TWR) method of calculating 
performance eliminates the effects of additions and withdrawals. In other 
words, the TWR method weights the returns of each period equally, 
regardless of the dollar change in the portfolio.
TWR should be used when comparing one investment manager to 
another or when comparing the performance of a portfolio to a 
benchmark, such as the S&P 500. The Association for Investment 
Management and Research (AIMR) presentation standards mandate the 
use of the TWR method in calculating performance. Compliance, however, 
is voluntary. (See www.aimr.org for a copy of the standards.)
Because the TWR weights each period’s returns equally regardless of 
the dollar change, TWR can result in some strange results during volatile 
markets. For example, on January 1, a client invests $30,000. On 
February 14, the value of the portfolio is $27,000. This is a loss of $3,000, 
or 10 percent. On February 15, the client invests an additional $250,000 
into the account, to bring the total up to $277,000. On March 31, the 
account grows from $277,000 to $290,000, for a gain of $13,000, or 4.69 
percent for the period.
From January 1 through March 31, the total dollar gain in the 
account was $10,000 (-3,000 + $13,000). However, because returns are 
weighted equally regardless of dollar changes, the time weighted rate of 
return would be -5.78 percent return.
When investment advisers use TWR, they must be prepared to 
explain these odd results in performance.
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Internal Rate o f Return
The internal rate of return (IRR, also called the dollar-weighted rate of 
return) is the single rate of return that makes the value of everything put 
into the investment equal to everything taken out of the investment. The 
IRR shows the absolute growth of the investment over the specified date 
range. IRR is useful for goal-oriented portfolio planning. The IRR is not a 
useful return method when comparing to a benchmark such as the S&P 
500.
There are several software packages available for use in preparing 
performance reports for clients. (See the section “Software Applications,” 
later in this chapter, for a discussion of some popular programs.)
In addition to reporting performance at the portfolio level, it may 
sometimes be beneficial to report performance at the asset class level, too. 
For example, reporting performance of REITs, growth stocks, value 
stocks, international stocks, and fixed income can be an educational 
process for the client and also can show the benefits of asset allocation.
Report Delivery
Most advisers report their results to clients on a quarterly basis. The 
alternatives for communicating the information are rapidly growing. 
Typically, we will mail or e-mail printed reports to our clients. 
Increasingly, advisers are making use of tools that allow clients to access 
reports through a secure Internet site.
It is important to determine which method of reporting the client 
desires, rather than the method that is most convenient for the adviser.
Clients who have multiple accounts—which may be partially 
managed by other advisers—are usually interested in seeing the results 
of their entire portfolio. To capture the combined performance, an adviser 
must calculate the internal rates of return for the entire portfolio. It is 
important to select a consistent starting date for each account.
Software Applications
Several software products on the market are geared to the investment 
adviser market and handle portfolio reporting and management. Two of 
the most popular products are Centerpiece and Advent’s Axys. Other 
software products include Techfi’s Portfolio 2000 (which was acquired by 
Advent), dbCAMS, and Captools. (The sample reports in the appendix at 
the end of this chapter were produced using the Centerpiece program.)
These software programs are powerful Windows-based tools that 
provide a portfolio management system combined with accounting, client 
reporting, and performance measurement capabilities. Client data can be 
imported into the software through an interface with the custodian. Over
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the next few years, Web-based financial information products will grow in 
popularity as financial advisers—and their clients—achieve a greater 
comfort level with the notion of supplying and retrieving sensitive 
financial information over the Internet.
The three major custodians providing services to the independent 
investment adviser, TD Waterhouse, Fidelity, and Schwab, interface with 
most popular portfolio management software applications. When assets 
are held by separate account managers who cannot interface with the 
custodian’s system, the account activity can be manually input into the 
software.
The adviser should work with the custodian to ensure data integrity. 
Often, the greatest challenge is making certain that a particular 
transaction does not corrupt the integrity of the database. The 
transactional data should provide adequate detail to generate accurate 
tax and financial reports for the client. Tracking all transactions is 
important. Advisers should make certain that the proper amount was 
deducted from the proper account. Clients put their trust in their adviser, 
so it is up to the adviser to make sure the custodian is reporting 
transactions correctly.
Account Aggregation
In the future, financial advisers will be differentiated by their use of user- 
friendly, secure, and comprehensive online collaboration between the 
client, the adviser, and other interested parties. As of this writing, 
however, most advisers are not yet using the account aggregation services 
currently available on the Internet.
These tools are becoming increasingly important because clients do 
not usually have the time or the inclination to track all their financial 
information—particularly when it resides in varying formats in diverse 
places. Advisers using an account aggregation platform on their Web site 
can help clients to keep track of all their brokerage accounts, bank 
accounts, credit cards, and other information without having to jump 
from site to site. These aggregators can pull together information from 
many external sources.
Aggregation methods vary. The market leader in Web-based account 
aggregation, according to Forrester Research, is Yodlee.com. Another 
aggregator, ByAllAccounts (www.byallaccounts.com), has targeted its 
services specifically at financial planners. ByAllAccounts is a data- 
gathering tool for advisers who want a holistic picture. It can run the data 
through analytics on its WebPortfolio platform, which also has interfaces 
to the data feeds. ByAllAcounts and a similar provider, CashEdge, build 
their own databases around aggregated data. Yodlee and similar 
providers use a method called screen scraping, the buzz word for 
capturing account data from other Web sites.
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Advent (the portfolio reporting and management software vendor) 
also offers account aggregation, through its Advent TrustedNetwork 
product. The system has links with 120 of the top custodians and presents 
advisers and their clients with a consolidated view of client-account data. 
Advent TrustedNetwork does not “scrape” its data, but rather extracts it 
from the account covered in the agreement.
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PORTFOLIO PERFORMANCE REVIEW
12/09/1998-06/28/2002
Beginning value $ 0.00
Contributions 450,024.00
Withdrawals -55,832.00
Capital appreciation -8,994.26
Income/expenses 26,093.95
Ending value 
Investment gain
$ 411,291.69 
$ 17,099.69
12/09/1998-
Total Portfolio 06/28/2002*
Time weighted (net) 2.66
Annualized 0.74
S&P 500 -4.91
Internal rate of return (net) 4.13
Annualized 1.15
All returns are net of fees.
*Return since inception date of 12/09/1998
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POSITION PERFORMANCE SUMMARY
From 07/27/1998 to 06/28/2002
Description
7/27/1998
Value
($)
Additions
Purchases
($)
Withdrawals
Sales
($)
Realized 
Gain (Loss) 
($)
Unrealized 
Gain (Loss) 
($)
Income
Expenses
($)
6/28/2002
Value
($)
Actual
Net
(IRR)
($)
Alliance Capital Reserves 0 20,004 -20,052 0 0 48 0
Invesco Total Return Fund 0 4,500 -4,848 194 0 154 0 7.73
Jack White Money Mkt 0 11,920 -11,977 0 0 57 0
Vanguard Asset Allocation 0 5,027 -5,772 423 0 323 0 14.82
Warburg Pincus Growth & Inc. 0 5,000 -5,178 123 0 56 0 3.57
0 46,450 -47,827 740 0 637 0
Cash & Money Market
Cash 0 94,114 -93,118 0 0 -996 0
Money Market Portfolio 0 13,520 -13,386 0 0 31 165
0 107,634 -106,504 0 0 -965 165
Large Cap
Janus Worldwide 0 5,475 -3,424 -2,081 0 29 0 -37.47
Vanguard Index 500 0 12,897 0 0 -1,555 122 11,463 -11.12
Waterhouse Dow 30 0 10,275 -9,560 -994 0 279 0 -7.53
0 28,647 -12,984 -3,075 -1,555 430 11,463
Mid Cap
Weitz Value Fund 0 4,500 0 1,216 -36 254 5,935 31.88
0 187,231 -167,315 -1,120 -1,591 357 17,563
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REALIZED GAINS AND LOSSES
Fiscal Year Ending 12/31/2002
Description
Date
Acquired Date Sold Quantity
Net
Proceeds Cost
Short-Term
Gains
Long-Term
Gains
Special long 
<1/1/01
Total
Gains
($) ($) ($) ($) ($)
Dodge & Cox Stock 12/28/2001 7/17/2002 112.02 9,976.00 11,307.36 -1,331.36 -1,331.36
Federated Ultra ST Bond 12/28/2001 7/17/2002 20,292.39 39,343.78 40,000.00 -656.22 -656.22
Federated Ultra ST Bond 1/3/2002 7/17/2002 2.431 4.72 4.79 -0.07 -0.07
Federated Ultra ST Bond 2/1/2002 7/17/2002 77.321 149.91 151.55 -1.64 -1.64
Federated Ultra ST Bond 3/1/2002 7/17/2002 75.291 145.97 147.57 -1.6 -1 .6
Federated Ultra ST Bond 4/1/2002 7/17/2002 78.408 152.02 153.68 -1.66 -1.66
Federated Ultra ST Bond 4/30/2002 7/17/2002 77.219 149.71 151.35 -1.64 -1.64
Federated Ultra ST Bond 5/31/2002 7/17/2002 76.626 148.56 149.42 -0.86 -0.86
Federated Ultra ST Bond 6/28/2002 7/17/2002 73.851 143.18 144.01 -0.83 -0.83
20,753.53 40,237.85 40,902.37 -664.52
-664.52
Fortune 500 Index ETF 12/28/2001 7/17/2002 480 31,476.85 39,832.80 -8,355.95 -8,355.95
Oppenheimer Capital 2/2/1998 7/17/2002 959.509 29,648.83 22,441.78 7,207.05 7,207.05
Apprec
Progress Energy Inc. 12/15/2000 7/17/2002 572 26,010.21 24,246.17 1,764.04 1,764.04
S&P Midcap 400 Index 12/28/2001 7/17/2002 145 12,792.46 14,893.35 -2,100.89 -2,100.89
S&P SmallCap 600 Index 12/28/2001 7/17/2002 130 13,017.10 15,180.40 -2,163.30 -2,163.30
Total Short-Term (Sales) 107,500.26 122,116.28 -14,616.02
Total Long-Term (Sales) 55,659.04 46,687.95 8,971.09
Total (Sales) 163,159.30 168,804.23 -14,616.02 8,971.09 -5,644.93
Total Gains -14,616.02 8,971.09 -5,644.93
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INCOME REPORT
Fiscal Year Ending 12/31/2002
Dividends: Federal Taxable/State Taxable
Name of Payer
Date
Received Amount
CMF Municipal Portfolio 1/31/2002
($)
6.66
CMF Municipal Portfolio 2/28/2002 8.63
CMF Municipal Portfolio 3/28/2002 5.57
CMF Municipal Portfolio 4/30/2002 7.32
CMF Municipal Portfolio 5/31/2002 6.94
CMF Municipal Portfolio 6/28/2002 5.29
Vanguard Muni Bond Short Term 1/2/2002
40.41
567.59
Vanguard Muni Bond Short Term 2/1/2002 573.94
Vanguard Muni Bond Short Term 3/1/2002 552.67
Vanguard Muni Bond Short Term 4/1/2002 597.07
Vanguard Muni Bond Short Term 4/30/200 558.89
Vanguard Muni Bond Short Term 5/31/200 579.18
Vanguard Muni Bond Short Term 6/28/200 522.54
Total dividends: federal taxable/state taxable 3,992.29
3,951.88
Total Federal Taxable Income 3,992.29
Total State Taxable Income 3,992.29
Total Income 3,992.29
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BOND ANALYSIS
As of 07/29/2002
Description
Settlement
Date Quantity
Cost
Basis
Current
Value
Annual
Income
Current
Yield
Yield
to
Maturity
Cost
Yield
to
Maturity
Market
Expected
Yield
Modified
Duration
Cost
Modified
Duration
Market
Fixed Income
Credit Suisse First Boston 
04/15/2007 5.75%
Accrued Income
7/30/2002 50,000 51,547.50 52,314.00
894.44
2,875.00 5.50% 5.00% 4.64% 4.64% 4.04 4.05
Federal Home Loan Bank, 11/1 
11/15/2006 4.47%
Call 11/15/2004,100.00
Accrued Income
7/18/2002 100,000 101,048.00 102,125.00
911.01
4,470.00 4.40% 3.99% 3.50% 3.50% 2.18 2.15
Federal Home Loan Mtg, 6/15/ 
06/15/2005 4.25%
Accrued Income
7/18/2002 50,000 51,405.00 51,625.00
255.46
2,125.00 4.10% 3.23% 3.06% 3.06% 2.72 2.69
General Electric Capital Cor 
06/15/2007 5.00%
Accrued Income
7/18/2002 50,000 51,077.00 50,621.50
300.55
2,500.00 4.90% 4.50% 4.71% 4.71% 4.31 4.27
255,077.50 259,046.96 11,970.00 4.70% 4.14% 3.88% 3.88% 3.09 3.07
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MATURITY SCHEDULE
Description
As of 07/31/2002
Income
Rate
Income
Quantity
Call
Price
Redemption
Date
Matures in less than three years
Conseco Bank, 5/24/04
05/24/2004 3.80%
3.8 25,000 5/24/2004
Minnesota Mng & Mfg Co MTN
09/01/2004 4.25%
4.25 50,000 9/1/2004
General Electric Cap Corp MTN 
01/28/2005 4.25%
4.25 50,000 1/28/2005
Conseco Bank, 5/23/05
05/23/2005 4.30%
4.3 25,000 5/23/2005
Coca Cola Co
06/01/2005 4.00%
4 50,000 6/1/2005
Matures in less than five years
Home Depot Inc Sr Notes
04/01/2006 5.375%
5.375 50,000 4/1/2006
Discover Bank, 5/22/06
05/22/20064.60%
4.6 25,000 5/22/2006
Florida Bank, 5/29/07 5 25,000 5/29/2007
05/29/2007 5.00%
Call
Date
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6
Asset Allocation and Modern 
Portfolio Theory
To effectively manage client expectations, the practitioner must be able to 
describe and explain myriad technical terms and concepts. Even advisers 
who will be using third-party money managers need to understand asset 
allocation principles and modern portfolio theory—and be able to educate 
their clients accordingly. This chapter will endeavor to explain these 
difficult concepts.
Asset allocation is perhaps the single most important decision that 
you and your client can make in the investment planning process. The 
most critical issue is determining how to divide the portfolio of investment 
dollars among the array of investment alternatives to meet the investor’s 
objectives while adhering to the risk tolerance and other constraints that 
affect the investment decisions.
Gary Brinson, L. Randolph Hood, and Gilbert Beebower, authors of 
“The Determinants of Portfolio Performance,” in the July-August 1986 
issue of Financial Analysts Journal, examined the performance of 91 
large pension plans over the period from 1974 to 1983. They concluded 
that asset allocation was responsible for 93.6 percent of the variance in 
the performance of the 91 pension plans reviewed. Therefore, only 6.4 
percent of the variance could be traced to the different strategies used by 
individual pension fund managers to select stocks and time the market. 
This study and others like it were recently updated, and they concluded 
that allocation of assets accounted for 91.5 percent of the variance in 
performance.
These studies underscore the fact that asset allocation—that is, how 
an investor divides investment money among fixed-income, growth, and 
other investments—is more important in determining overall portfolio 
performance than selecting individual securities and market timing.
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Because of this, most investment advisers are placing a much higher 
emphasis on asset allocation than ever before. Individual security 
selection and market timing are increasingly viewed as a fool’s game.
Risk Tolerance
Simply stated, asset allocation is the process of selecting a mix of asset 
classes, and the efficient allocation of capital to those assets, by matching 
expected rates of return to a specified and quantifiable tolerance for risk.
Risk tolerance is essentially the degree of variation in return that an 
investor is willing to risk to achieve a specific rate of return. Using asset 
allocation theory, investing is no longer a one-dimensional process of 
selecting the right stock, bond, or property to place in a portfolio.
Diversification
The terms diversification and asset allocation are often—erroneously— 
used interchangeably. These two terms are not synonymous, as one deals 
with risk and the other with return.
Diversification is the process of spreading a portfolio over several 
asset classes to reduce nonsystematic risk (the risk that is unique to a 
particular security). Asset allocation, on the other hand, is the process of 
allocating assets to various asset classes in such a way as to maximize 
expected return for a given level of risk. Asset allocation, therefore, is a 
method of achieving diversification.
Asset allocation is certainly more an art than a science. No one single 
method is superior to others. Asset allocation can be accomplished using 
software tools, or it can be done using the adviser’s own knowledge and 
insight into asset classes and how they may perform in the future. 
Important lessons regarding asset allocation are that it works and that it 
should be incorporated into the portfolio planning process.
Consistent Returns
Clients come to investment advisers for a variety of reasons, but rarely do 
those reasons include a request for asset allocation. After only a few 
moments into the process, however, the adviser will likely realize that 
asset allocation is desperately needed. It is now up to the adviser to 
enlighten the client about the virtues of asset allocation.
One common request that nearly all clients voice is the desire for 
consistent returns. Because no one can accurately predict which 
investment or asset class will outperform all the others for any given 
period of time, assets should be allocated among several different asset 
classes having low correlation. By building a portfolio of investments with
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low correlation, losses in one class will ideally be offset by gains in 
another class.
For example, over time, fixed-income securities and precious metals 
tend to have very low correlations to stocks. Foreign stocks usually are 
not highly correlated to U.S. stocks, and real estate has very little 
correlation to stocks and fixed income. Therefore, allocation among such 
assets with low correlation will provide more consistent returns and 
decrease the risk of concentrating too much money in any one asset class.
Several software applications today aid the investment adviser in 
determining the optimal mix of asset classes for a given level of risk and 
expected return. These applications generate an “efficient frontier” and an 
appropriate mix of various asset classes that should be considered for the 
client’s portfolio. However, clients often have a particular situation that 
forces the adviser to reject certain asset classes. For example, some clients 
may have a complete aversion to emerging markets or perhaps 
international bonds. At this point in the process, many advisers rely on 
their own knowledge of the client and capital markets to develop an 
allocation that best suits the client’s risk and return expectations.
Client Education
What many investment advisers struggle with today is not the asset 
allocation process but explaining the process to their clients. When the 
investment adviser begins the education process and attempts to explain 
asset allocation, diversification, correlation, mean-variance optimization, 
and the efficient frontier, that process often causes more damage than 
benefit. We have heard from a number of advisers who have tried to 
explain the efficient frontier to clients and in return had the client quip 
something about “space—the final frontier.” This is to be expected, 
because many professionals themselves find some of these concepts 
difficult to understand—and certainly to explain. (For the reader not 
familiar with the concept of the efficient frontier, a detailed explanation is 
presented later in this chapter.)
The average client has neither the need nor the desire to understand 
the inner-workings of asset allocation. What they do need to understand 
is that asset allocation works and should, therefore, play a role in their 
portfolio design. Through the use of asset allocation, an investor can 
receive an acceptable return and reduce the risk of the portfolio. Simply 
put, asset allocation works to reduce risk because the different types of 
asset classes will react differently in changing economic and market 
conditions. For example, as interest rates decrease, small capitalized 
companies that need to borrow funds to expand will have a lower cost for 
these funds and become more profitable. Alternatively, increased interest 
rates will provide additional current income to assets in the capital 
preservation and income classes.
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Diversification, on the other hand, allows investors to position their 
portfolios to reduce various types of risk and achieve the return necessary 
to meet investment objectives. If investors own a number of assets in a 
particular asset class, they reduce their dependency on a specific asset or 
fund. Therefore, by diversifying, risk can be reduced, the rate of return 
can be maintained, and investment objectives can be realized.
How many funds should a given client hold in a portfolio? As with 
most things, too much of even a good thing can be harmful. A  recent Wall 
Street Journal article confirmed that having too many funds can be 
hazardous to a portfolio. That article quoted Peter DiTeresa, a senior 
analyst at Morningstar Inc., as saying that the result of too much 
diversification can be “di-worse-ification” and that “the sweet spot is 
somewhere between 4 and 10” funds in a given portfolio. Of course, each 
situation is different, and the adviser must make that determination on a 
case-by-case basis.
An investor’s time frame greatly influences his or her ability to 
assume risk. Generally, the longer the time frame, the more risk an 
investor can assume; the longer the time frame, the greater the ability to 
weather losses and benefit from gains. Although time frame may set the 
boundaries for assuming risk, risk is essentially an emotional decision. 
Investors who are risk-averse will choose more conservative investments 
because that is their nature. It is important, therefore, to match 
investment risk with the investors’ perceptions of the amount of risk they 
are willing to assume.
The economic environment and investment alternatives today are 
substantially different from those of the past. We can no longer be myopic 
in our view of investments insofar as we restrict our analysis to domestic 
issues of equities, bonds, real estate, commodities, or other investment 
vehicles. The traditionally domestic portfolio is clearly inadequate in 
today’s internationally based economic and investment environment. 
Further, the complexity and volatility of today’s investment world 
requires access to, and proficiency with, superior analytical tools and 
databases. Many professionals now realize that developing successful 
investment strategies and competing for investment capital depend on 
their ability to employ the most sophisticated analytical techniques.
Success in the investment business requires the development of long­
term plans arrived at in an objective and dispassionate manner. Too 
often, investment decisions are based on isolated, short-term 
considerations, without regard to the portfolio as a whole, or the 
interrelationships of the asset used. Money management is rapidly being 
transformed from the narrow approach of attempting to beat the 
performance of individual markets to a much broader method of devising 
strategies that will achieve an investor’s long-term policies and objectives 
within specified risk parameters (risk management). If 90 percent of 
future portfolio performance results are determined by the asset 
allocation policies, advisers and the clients should address issues of risk 
and return at the asset allocation and investment policy level.
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The process of asset allocation may include one or all of the following 
approaches:
• Strategic asset allocation
• Tactical asset allocation
• Dynamic asset allocation
Strategic Asset Allocation
Strategic asset allocation uses historical data (mean rates of return, 
standard deviations, and covariances) in an attempt to understand how 
the asset has performed and is likely to perform over long periods of time. 
A  typical strategic asset allocation is done about once every three years to 
confirm or create the portfolio’s policy and long-run strategic asset mix. 
The goal is to establish a long-term investment strategy using a core mix 
of assets. Strategic asset allocation provides an important set of 
benchmarks for an investor and thus serves as a first step in a continuing 
process. Strategic asset allocation is also called constant mix strategy. It 
differs from a buy-and-hold strategy because transactions are required to 
rebalance the mix periodically after market moves change relative asset 
values.
Tactical Asset Allocation
Tactical asset allocation uses periodic assumptions regarding the 
performance and characteristics of the assets and/or the economy. This 
approach attempts to improve portfolio performance by making 
“midcourse” changes in the long-term strategy based on near-term 
expectations. Tactical asset allocation is active asset allocation, meaning 
that the analysis is applied as part of continuing asset management and 
decisions are based on the assumption that the markets overreact to 
information. Tactical changes in asset mix are driven by changes in 
predictions concerning asset returns and correlations. Investors using 
tactical asset allocation believe their predictions are superior to other 
investors. Tactical asset allocation typically does not consider possible 
changes in the investor’s risk tolerance.
Dynamic Asset Allocation
Dynamic asset allocation involves changes in investor circumstances, 
which may lead to the modification of policies, objectives, and/or risk 
tolerances. Resulting changes are intended to maintain equilibrium 
between the investor’s policies and objectives and the asset allocation 
process.
106 Managing Client Goals and Expectations in an Uncertain Market
Modern Portfolio Theory
Modern portfolio theory (MPT) provides a broad context for portfolio 
selection. Harry M. Markowitz introduced this theory in the 1950s, and 
later shared a Nobel Peace Prize with Merton Miller and William Sharpe 
for this theory. MPT has profoundly shaped how institutional portfolios 
are managed, and has been the impetus for the use of passive investment 
management techniques.
MPT explains how risk-averse investors should construct portfolios to 
maximize expected return for a given level of market risk. Risk in MPT is 
measured as the standard deviation of expected future return. MPT 
quantifies the benefits of diversification. Out of a universe of risky assets, 
an efficient frontier of optimal portfolios can be constructed. Each 
portfolio on the efficient frontier offers the maximum possible expected 
return for a given level of risk. Thus, the goal of MPT is for investors to 
hold one of the optimal portfolios on the efficient frontier.
One of the key characteristics that differentiates clients from one 
another is their investment objectives. According to MPT, these objectives 
are reflected in the client’s attitude toward risk and expected return.
The Objective o f Modern Portfolio Theory
Modern portfolio theory and asset allocation methods have as their 
foundation four basic premises.
1. Investors are inherently risk-averse. Investors are not willing to 
accept risk except where the level of returns generated will fairly 
compensate for that risk. It is probably reasonable to assume that 
investors are more concerned with risk than they are with 
rewards. MPT makes some very reasonable assumptions about 
the way investors behave regarding risk. Although some investors 
can take more risk than others, investors are assumed to be risk- 
averse.
2. The markets are basically efficient. With the advances in 
information technology and more sophisticated investors, the 
markets are likely to become even more efficient. An efficient 
market is a market where security prices reflect information 
immediately. In an efficient market a security’s price will be a 
good estimate of its investment value. Any differences in price and 
value would represent market inefficiency. Admittedly, there are 
those investors who shoot holes through the efficient market 
theory—such as Warren Buffett, who has consistently beaten the 
market. Early on, Buffett’s common sense led him to the premise 
that there is a difference between price and value. Buffett tries to 
buy a valuable asset for a bargain price. Proponents of active 
management argue that capital markets are sufficiently 
ineffective to justify the search for mispriced securities.
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3. Consideration of portfolios. Advisers should shift their focus of 
attention away from individual securities analysis to consider 
portfolios as a whole, predicated on explicit risk-reward 
parameters and on the identification and quantification of 
portfolio objectives. Along with other academic work, a study by 
Merrill Lynch showed that in a typical, diversified investment 
portfolio, diversification eliminates so much of the specific risk 
that roughly 90 percent of all the risk (in the portfolio) is market 
risk and only 5 percent to 10 percent is specific risk. Specific risk 
is the risk associated with a specific issue (stock, bonds, or 
property).
4. Higher risk is associated with higher return. Quantitative methods 
are used for measuring risk and diversification, making it possible 
to create efficient and theoretically optimal portfolios. Portfolio 
diversification is not so much a function of how many issues are 
involved, as it is of the relationship of each asset to each other 
asset and the proportionality of those assets in the portfolio. The 
portfolio should include assets that rise in value as the value of 
other assets declines. The extent to which knowledge of one asset 
return provides information regarding the behavior of another 
asset is measured by the correlation of returns. Are they moving 
in the same or opposite directions at the same time? If they are 
moving in the same direction at the same time, it is said that they 
have a positive correlation. A  perfectly positive correlation 
between two variables would represent a perfectly positive linear 
relationship and would be represented by a correlation of +1.0. 
The perfectly negative relationship between two variables would 
be described by a correlation of -1.0. Thus, patterns of return 
unrelated to one another have correlation coefficients near 0. The 
correlation coefficient measures the degree that returns of 
different investments are related.
Capital Asset Pricing Model
The Capital Asset Pricing Model (CAPM)— a major contribution to 
investment theory—was first introduced by William Sharpe in 1964. 
Sharpe’s work was an extension of Markowitz’s portfolio theory to general 
market theory. A  major implication of MPT is that expected return of an 
asset will be related to a measure of risk for that asset, known as beta. 
The exact manner in which expected return and beta are related is 
specified in Sharpe’s CAPM. CAPM provides an intellectual basis for a 
number of the current practices in the investment industry; it is a model 
for determining how assets are valued and is a convenient method for 
separating and measuring systematic and unsystematic risk.
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Risk
A simple little word with so many different meanings, risk is not easy to 
define. Risk is the uncertainty associated with the end-of-the-period-value 
of an investment in an asset or a portfolio of assets. There are short-term 
risks and long-term risks, small risks and large risks. Portfolio theory has 
found the need to develop a single-valued measure of risk, which is useful 
for comparing different risks and making trade-offs between risk and 
expected return. The most common measure is standard deviation (see 
“Standard Deviation,” later in this chapter).
Portfolio Selection
Every investor knows that there is a risk-return tradeoff. To obtain 
greater returns on investments, the investor must be willing to take on 
greater risk. The only investments that are considered to be risk-free are 
U.S. Treasury bills, notes, and bonds. These investments yield a risk-free 
rate of return. Assuming riskless arbitrage opportunities do not exist, one 
cannot expect to have a return greater than the risk-free rate without 
taking on some risk.
Portfolio theory assumes that for a given level of risk, investors prefer 
higher returns to lower returns. Similarly, for a given level of expected 
return, investors prefer less risk to more risk. It is standard to measure 
risk in terms of the variance, or standard deviation, of return. Return is 
measured as the average annual continuously compounded rate. 
Therefore, it can be assumed that investors would like to invest in an 
efficient portfolio, that is, one in which there is no other portfolio that 
offers a greater return with the same or less risk, or less risk with the 
same or greater expected return.
As one can imagine, all the stocks traded in the stock market do not 
move together. In general, when the market has been moving up, there 
are stocks that are simultaneously losing value. There are some stocks 
that tend to move together, some that move in opposite directions, and 
others that seem to have no relation to one another. This tendency to 
move together or in opposite directions can be measured by covariance (or 
if scaled, correlation). By using the covariance, we can measure the 
variability or risk in our portfolio. To reduce the volatility of the entire 
portfolio, it makes sense to include some stocks that move in opposite 
directions.
For the reader not familiar with the concept of the efficient frontier, a 
more detailed explanation follows.
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The Efficient Frontier
Exhibit 6-1 shows what the return and standard deviations of return 
would have been for 10,000 random portfolios from the 30 stocks in the 
Dow Industrials from 1986 to 1991, inclusive. (The assumption is that 
short selling and margin buying are not allowed.)
Exhibit 6-1 Return and Standard Deviations for 
Dow Industrials, 1986 to 1991
Source (graphs and data): Mathematics and Computer Science Division (MCS) at Argonne 
National Laboratory, a U.S. Department of Energy laboratory, operated by the University of 
Chicago (www-fp.mcs.anl.gov/otc/Guide/CaseStudies/port/efrontier.html).
There may be multiple portfolios that have the same standard 
deviation. Modern portfolio theory assumes that for a specified standard 
deviation, a rational investor would choose the portfolio with the greatest 
return. Similarly, there may be multiple portfolios that have the same 
return, and modern portfolio theory assumes that, for a specified level of 
return, a rational investor would choose the portfolio having the lowest 
standard deviation. A  portfolio is said to be efficient if there is no portfolio 
having the same standard deviation with a greater expected return and 
there is no portfolio having the same return with a lesser standard 
deviation. The efficient frontier is the collection of all efficient portfolios. 
Exhibit 6-2 shows the efficient frontier for the Dow Industrials from 1985 
to 1991.
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Exhibit 6-2 Efficient Frontier for Dow Industrials, 1985 to 1991
S ta n d a rd  D e v ia t io n  o f  R e tu rn
Source (graphs and data): Mathematics and Computer Science Division (MCS) at Argonne 
National Laboratory, a U.S. Department of Energy laboratory, operated by the University of 
Chicago (www-fp.mcs.anl.gov/otc/Guide/CaseStudies/port/efrontier.html).
Highest Possible Rate o f Return
Markowitz referred to the efficient frontier as the efficient portfolio that 
will generate the highest possible rate of return for any specific level of 
risk, with risk being measured by the standard deviation of returns. Any 
other portfolio that exhibits the same standard deviation will generate 
lower returns and will therefore be considered inefficient. Exhibit 6-2 has 
expected returns on the vertical axis and standard deviation on the 
horizontal axis.
Risk is inevitable in any investment. Most assets carry the 
uncertainty of whether they will realize a return in the future, and if so, 
how much. Stock prices move up and down and dividend yields may vary 
from year to year.
Our concepts of risk and uncertainty naturally impose negative biases 
to investments with high volatility. Yet research in different countries on 
the historical performance of stocks—considered the most volatile asset 
class—show that investors are rewarded for taking on greater risk if they 
have the discipline to hold onto their investments. A  buy-and-hold 
strategy can smooth out the bumps in the stock markets.
Expected Return
In an efficient market, security prices reflect information immediately. 
Thus, past variability of stock returns can be taken as a rough 
approximation of future risk. By using the past to project into the future, 
investors can determine the likelihood of a specified return. The expected 
return on an asset is based on the probabilities attached to all possible 
rates of return for the asset.
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The expected return for an asset is the projection of an increase or 
decrease in the asset’s value and the cash flow from the asset during a 
stated period of time. The projection can be based on purely historical 
data, or opinions of analysts and other experts can be useful in the 
equation. The probability of possible returns for the various assets is 
critical for establishing an asset allocation.
Standard Deviation
Markowitz defined risk as the variability of returns about a mean, 
commonly known as standard deviation. A  statistical measure of the 
dispersion of possible outcomes from the mean of all outcomes, standard 
deviation shows the extent to which return rates for individual years tend 
to deviate above and below the expected return rate. Standard deviation 
is derived by determining how much each year’s return rate deviates from 
the expected return rate and then squaring the deviation. The sum of the 
squared deviations is divided by the number of years to yield the 
variance. The square root of the variance is the standard deviation. The 
historical annual volatility or the degree of variation from the expected 
return is measured by the standard deviation.
The arithmetic mean is the expected value, or average, of all possible 
returns (that is, the simple average). The higher the variance and 
standard deviation, the greater the variability of possible returns from 
the investment (or, the greater the risk). The caveat: Be careful, because 
the chief criticism of variability is that it does not distinguish the 
contributions of upside potential from that of downside risk. The tails are 
fatter because as a technical aside, returns are not normally distributed. 
Also, there are human actions going on, such as Long-Term Capital 
Management and Enron, which set up a process in which the normal 
rules do not apply.
Note that expected return and volatility are subjective notions. 
Different investors may have differing opinions about what the 
distribution of a particular investment’s future returns might look like. In 
practice, investors often base their expected return and volatility 
assumptions upon historical returns of an investment.
Regression to the Mean
Regression to the mean is the tendency for behavior to move toward 
“normal,” or average. This is a persistently powerful observable fact in 
physics and sociology—and in investing. It is important to understand 
that few, if any, investment professionals can outperform the market 
averages over long periods of time and that it is very difficult to estimate 
which managers will outperform.
112 Managing Client Goals and Expectations in an Uncertain Market
Diversification
The number of assets in the portfolio is less important than the 
relationship of those assets. For example, if a portfolio consisted of only 
two assets with a perfectly negative correlation and differing volatilities 
(standard deviations), there is some mix of those two assets that will 
provide 0 percent portfolio risk and a predictable rate of return. 
Therefore, having many assets in a portfolio will not reduce the 
systematic risk in the portfolio as much as having negatively correlated 
assets.
The mechanism to reduce risk is the way returns on assets move 
together. For example, if an investor has two assets that are perfectly 
correlated (correlation coefficient equals 1), there would be no point in 
diversifying. These asset prices would rise and fall in unison, so owning 
both assets would be superfluous. The trick is to find assets that are less 
than perfectly correlated, or even negatively correlated.
For this reason, international diversification makes very good sense. 
Numerous studies have documented the benefits of global investing. 
These have shown that including foreign securities in a portfolio can 
increase returns for a given level of risk, raising the efficient frontier of a 
portfolio constructed with only domestic stocks. Investors who have shied 
away from investing abroad have actually been subjecting their portfolio 
to greater risk; a globally diversified portfolio represents less risk than 
does a diversified domestic portfolio. The key is the smaller correlation 
between domestic securities and foreign ones than between different 
domestic securities. Country-wide factors, such as stability, business 
conditions, monetary and fiscal policies, and demographics, tend to have 
the most impact on domestic securities, so financial markets from one 
country to another will tend to differ significantly.
It is also interesting to note that risk falls steeply as an investor 
begins to diversify. Markowitz suggested that diversifying a portfolio by 
including different asset types or by holding a number of different 
securities would result in a lower risk for the portfolio. With a holding of 
around 40 stocks, almost all of the benefits from diversification have been 
achieved. As already stated, diversification is not achieved by adding 
investments that react in the same way to market forces as other assets 
already in the portfolio—the lower the correlation, the better the 
diversification. Like anything else, diversification has its limits. And as 
world markets become more integrated, the limits will be more easily 
reached.
Investors should still be able to profit handsomely from diversifying. 
Although markets are not completely independent, many correlation 
coefficients are still significantly below 1. U.S. equity markets are more 
closely correlated with the markets of Canada (0.81) and the U.K. (0.63) 
than with Japan (0.44) or Germany (0.41). One good combination of 
stocks to own would be those from Switzerland, Japan, United Kingdom, 
and Australia.
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Emerging markets also vary in the degree they move with trends in 
the world’s major economies. For example, Hong Kong and Argentina, 
with their currencies pegged to the dollar, are vulnerable to rises in U.S. 
interest rates, as is Singapore, with a high dollar component in its trade- 
weighted currency basket. A  full review of international investing is 
beyond the scope of this text; however, it is important to briefly mention 
some of the more salient portions of international investing as it relates to 
diversification.
While we have attempted to give the reader an overview of the 
principles of asset allocation and portfolio theory, there is much more to 
be said that is beyond the scope of this publication. As an adviser, you 
should now have enough information to be able to educate your clients 
and discuss these topics authoritatively.
We have included an appendix at the end of this chapter that contains 
additional information for those wishing to delve into these topics in 
greater detail.
Appendix 6-1 
Asset Classification—  
The Investment Spectrum
Before you attempt to allocate assets to investment categories, you need 
to outline the various categories of assets in the investment spectrum. 
Investors generally allocate their investment dollars into different 
categories of assets that are specifically designed to meet certain 
investment objectives. Asset class is a broadly defined generic group of 
financial assets, such as bills, stocks, or bonds. Generally, these assets 
should be defined by their primary investment purpose.
What follows are five investment objective categories with an 
increasing level of risk: capital preservation; income; growth and income; 
growth, and aggressive growth. There are some specific assets that may 
fall into several investment categories and meet more than one 
investment objective.
Some investment managers or financial planners may use more than 
five investment categories. The five categories are a manageable 
investment spectrum into which the investment portfolio can be allocated. 
The following list summarizes the characteristics of each category:
1. Capital preservation
— Involves debt instruments or funds that invest in debt 
instruments with short-term maturities: money market 
accounts, short-term certificates of deposit, money market 
funds, Treasury bills, and other debt instruments with short­
term maturities.
—  Provides a short-term rate of interest, usually lower than long­
term rates.
— Strives for preservation of capital as the main purpose, with 
little if any risk of loss of principal.
— Contains instruments that are insured by the Federal Deposit 
Insurance Corporation or the federal government.
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2. Income
— Involves fixed-income instruments or funds that invest in 
instruments with longer maturities than capital preservation 
investments.
—  Provides a fixed rate of interest-paying current income.
— Includes debt instruments that may include U.S. government
bonds—Treasury notes, Treasury bonds, or savings bonds; 
mortgaged backed securities; or corporate bonds.
— Payment of current income is the main purpose.
—  Capital appreciation or depreciation occurs as interest rates
change or, in the case of corporate bonds, if the debt rating of 
the corporation changes.
3. Growth and income
—  Contains bonds or stocks that offer a combination of 
opportunities for current income and capital appreciation, or 
funds that invest in such securities.
— May include hybrid instruments, such as convertible bonds, or 
preferred or utility stocks.
— May include debt instruments or stocks that provide 
conversion privileges or a direct investment into equity of a 
corporation.
— Strives to provide an amount of current income usually less 
than most medium- or long-term fixed instruments, as well as 
growth of capital through equity participation.
4. Growth
— Generally, contains stocks with a market capitalization over $1 
billion offering above-average growth opportunities. Profits are 
growing faster than peer group.
— Seeks growth opportunities that may be found in bonds, or 
hybrid instruments such as convertible bonds, or convertible 
preferred stock as well.
—  Strives for growth of capital through appreciation.
—  Holds that investments will involve equity or the ability to
convert the investment to equity. Most investments will also 
provide dividend or interest payments, although dividends and 
interest will not be the major reason for investing.
5. Aggressive growth
— Generally, involves stocks with smaller capitalizations that 
may offer significant potential growth opportunities. This is 
reflected in higher P/E multiples.
— Strives for significant growth through capital appreciation.
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— Invests in companies with small capitalizations that usually do 
not have sophisticated equity structures. Note that although 
some well-run small companies—especially those that create 
lasting new markets—can grow their values at superior rates, 
they are often vulnerable to larger competitors and to financial 
distress.
—  Does not rely on dividend payments. Most investments will not 
provide dividend payments because most companies with small 
capitalizations will reinvest dividends in the companies to 
compound growth potential rather than make payments to 
shareholders.
The schedule below indicates, for each of the general categories 
presented in the previous list, the level of financial risk, market risk, 
interest rate risk, and inflation (purchasing power) risk. The estimate of 
the risk level is based on changes in historical rate of returns of the asset 
classes in response to changes in the various risk categories. For example, 
the column “Interest Rate Risk” indicates the volatility of the asset 
classes to changes in interest rates.
Interest
Category
Financial
Risk
Market
Risk
Rate
Risk
Inflation
Risk
Capital preservation Low Low Medium High
Income Low Low Medium High
Growth and income Low Low Medium High
Growth Medium Medium Low Low
Aggressive growth High High Low Low
Historical Returns
Now that we have outlined the investment spectrum, a review of the 
historical average annual returns of the different investment categories 
should provide a basis for anticipating the average expected returns of 
each of the investment categories. An analysis of historical returns should 
be reviewed with an eye toward understanding the following:
• The relationship between risk and return.
• Whether or not additional risk will increase returns.
• How investors can minimize the amount of risk while maintaining 
returns.
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Although past performance is no guarantee of future results, a 
historical perspective provides insight into the range of investment 
returns that can be expected from the five different investment 
categories. The period measured in Table 6-1 is 24 years, from 1978 
through 2001. It includes the historical range of the annual total returns 
of the five categories of investment assets, during the longest bull and 
bear markets. Note that we are considering ranges of average annual 
returns, not the market movements of any specific asset or fund. Note 
also that these historical returns suggest probable, not possible, returns. 
It is possible for any specific asset or fund to exceed the suggested ranges. 
These historical returns are shown to indicate how investors can 
construct portfolios of the five asset classes and what the probable ranges 
would be. The historical returns are based on the following indices as of 
December 31, 2001:
30-Day Treasury Bills 
Lehman Brothers Corporate Bond Index 
S&P 500
U.S. Small Cap Stock Index 
MSCI EAFE Index
The return information in the following was obtained from Ibbotson 
Associates:
Capital preservation 
LT corporate bonds 
Large cap U.S. stocks 
Small cap U.S. stocks 
International
Table 6-1. Historical Returns, 1978 through 2001
Asset Class
Average
Annual
Return
(%)
Highest
Annual
Return
(%)
Lowest
Annual
Return
(%)
30-day Treasury bills 6.87 14.71 2.90
LT corporate bonds 9.63 42.56 -7.45
S&P 500 14.74 37.43 -11.88
U.S. small cap stock 16.26 44.87 -21.56
MSCI EAFE1 12.03 69.94 -21.21
Morgan Stanley Capital International Inc. (MSCI). MSCI indexes are the benchmarks most widely used by global portfobo 
managers. MSCI Real Time IndicesSM provide a unique, up-to-the-minute picture of equity market activity across the globe. Over 800 
different regional, country, and sector equity indexes are available, including MSCI EAFE® and MSCI World™. The MSCI EAFE® 
Index is recognized as the preeminent benchmark in the United States to measure international equity performance (Pensions and 
Investments Magazine Survey, July 2000). It comprises 21 MSCI country indexes, representing the developed markets outside of 
North America: Europe, Australasia, and the Far East. MSCI indexes are also available on commercial data vendors, such as Reuters 
and Bloomberg. (The Morgan Stanley MSCI Web site, www.msci.com/licensing/index_derive.html, contains additional information.)
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The table illustrates that in any one year, the expected return from 
the riskiest category—MSCI EAFE—had a range of plus 69.94 percent to 
-21.21 percent, or a spread of over 92 percent. Also note that the MSCI 
EAFE had more risk and less return than the S&P 500 or small cap 
stocks. The most conservative category—30-day Treasury bills—had a 
spread of less than 12 percent, from a high of 14.71 percent to a low of 2.9 
percent.
Although the average return in U.S. stocks and bonds increases as we 
assume more risk, so does the possibility for a greater loss. Therefore, as 
we increase the amount of risk we are willing to assume in our 
investments, so too do we increase the range of possible returns. Note 
that the MSCI EAFE had more risk and less return than the S&P 500 or 
small cap stocks.
To develop a specific portfolio that will meet an investor’s needs and 
objectives, it is necessary to consider the investor’s responses to the 
following four questions:
1. Is current income a serious concern?
2. Is outpacing inflation more important than capital preservation or 
current investment income?
3. Is the client willing to accept fluctuating values when investing for 
the long term?
4. To obtain above-average returns, is the client willing to accept 
above-average risk?
Model Portfolios
The following model portfolios have been developed to illustrate the 
importance of using an asset allocation that is appropriate to your clients’ 
goals and investment constraints. In each model the expected range of 
returns is achievable within a level of acceptable risk. These models are 
included here for illustrative purposes only, not to present a 
recommended strategy for you or your clients. Each portfolio should be 
tailored to your client’s unique circumstances, considering his or her 
individual goals, resources, and constraints.
Mid-Term Time Horizon
Assume that your client wants to purchase a vacation home in the next 6 
to 10 years, and the client is somewhat concerned about income and 
inflation and has an average tolerance for risk. The mid-term investment 
horizon and average risk tolerance might create a model portfolio as 
follows:
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Asset Class
Allocation Percentage 
(%)
30-day Treasury bills 30
LT corporate bonds 40
S&P 500 20
U.S. small cap stock 10
MSCI EAFE 0
Portfolio Analysis
This allocation model provides your client with a moderate degree of 
safety because 30 percent of the portfolio is allocated to the 30-day 
Treasury bills asset class. The allocation of 40 percent to LT corporate 
bonds and 20 percent to the S&P 500 should provide the investor with 
enough current income. The combined allocation of 20 percent to the S&P 
500 and U.S. small cap stock categories should also provide a moderate 
amount of growth.
Anticipated Performance
Assuming that the performance of the allocated portfolio will approximate 
the average historical yearly averages of the various asset classes, the 
rate of total return should be approximately equal to 11 percent. Note 
that it is highly unlikely that in any short-term period, the total return of 
the following portfolio will be 11 percent. The following averages are 
shown to indicate historically how the model portfolios have performed 
and give an indication of expected long-term results. (Note that if the 
client expects the average annual return of stocks to be 14.7 percent for 
the next six years, that annual return is very high.) Following is a 
computation of the average rate of return using average annual historical 
yearly averages of the various asset classes:
Asset Class
Average
Annual
Return
(%)
Allocation
Percentage
(%)
Portfolio
Return
(%)
30-day Treasury bills 6.87 30.00 2.06
LT corporate bonds 9.63 40.00 3.85
S&P 500 14.74 20.00 2.95
U.S. small cap stock 16.26 10.00 1.63
MSCI EAFE 12.03 0.00 0.00
Estimated total return 10.49%
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Highest Anticipated Annual Returns
This model portfolio has a moderate degree of risk. Using historical yearly 
averages as a guide, the portfolio return should range between -7  percent
and 33 percent, as follows:
Asset Class
Highest
Annual
Return
(%)
Allocation
Percentage
(%)
Percentage
Return
(%)
30-day Treasury bills 14.71 30.00 4.42
LT corporate bonds 42.56 40.00 17.02
S&P 500 37.43 20.00 7.49
U.S. small cap stock 44.87 10.00 4.49
MSCI EAFE 69.94 00.00 0.00
Estimated total return 33.41%
Lowest Anticipated Annual Returns
It is important to remember that historical rates of return are no 
guarantee of future total returns and only provide a basis for discussion. 
Additionally, even though historically the total return for the following 
portfolio has shown a loss, there is no guarantee that returns will always 
be negative.
Asset Class
Lowest
Annual
Return
(%)
Allocation
Percentage
(%)
Portfolio
Return
(%)
30-day Treasury bills 2.90 30.00 .87
LT corporate bonds -7.45 40.00 -2.98
S&P 500 -11.88 20.00 -2.38
U.S. small cap stock -21.56 10.00 -2.16
MSCI EAFE -21.21 00.00 0.00
Estimated total return -6.65%
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Increasing the Investor’s Time Horizon
If your client instead had a longer time horizon of 11 to 20 years, the 
model portfolio might be allocated as follows:
Allocation Percentage 
Asset Class (%)
30-day Treasury bills 20
LT corporate bonds 40
S&P 500 20
U.S. small cap stock 10
MSCI EAFE 10
Portfolio Analysis
As the investment horizon is increased, the investor’s ability to accept 
risk is also increased. The additional time to recoup losses and meet 
objectives increases the investor’s risk tolerance.
Average historical returns of the above allocated portfolio have ranged 
as follows:
Highest annual returns 38.93%
Average annual returns 11.00%
Lowest annual returns -9.05%
Again, although there is no guarantee, the returns shown here have 
been the highest, lowest, and average returns for the past 25 years. The 
historical range of total returns for the above portfolio has been between 
-9  percent and 39 percent. Although the risk is greater for this portfolio 
because investment assets are allocated between different asset classes, 
the possible returns are slightly increased, demonstrating the importance 
of asset allocation.
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Shorter Time Horizons
If you shorten the investment horizon to three to five years, the portfolio 
might be allocated as follows:
Asset Class
Allocation Percentage 
(%)
30-day Treasury bills 50
LT corporate bonds 40
S&P 500 10
U.S. small cap stock 0
MSCI EAFE 0
Portfolio Analysis
As the investment horizon is decreased, the investor’s ability to accept 
risk is also decreased. The investor’s risk tolerance is decreased because 
the investor does not have sufficient time to recoup losses and still meet 
investment objectives.
Average historical returns of the above allocated portfolio have ranged 
as follows:
Highest annual returns 27.61 %
Average annual returns 9.27%
Lowest annual returns -3.16%
Again, although there is no guarantee, the returns shown above have 
been the highest, lowest, and average returns for the past 25 years. The 
historical range of this portfolio has been approximately between -3  
percent and 28 percent. The highest return for this portfolio is somewhat 
lower because the risk of the portfolio has decreased. However, historical 
returns are still within acceptable ranges and investment assets well 
protected.
High-Risk Portfolios for the Daring Investor
The riskiest portfolio would be one allocated 100 percent to MSCI EAFE 
stocks. Based on historical returns this portfolio could return as much as 
70 percent in one year or as little as -21 percent. However, consider what 
happens when an investor has a decrease in the principal value of his or 
her portfolio. (Note that because the data shows EAFE has lower return 
than the S&P 500 and small stocks, it is unlikely that anyone would 
allocate 100 percent to EAFE.)
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Assume that the investor is investing for the mid-term (6 to 10 years).
Further assume that the investor is not concerned about current income 
and inflation, and has a high tolerance for risk. The mid-term investment 
horizon creates a model portfolio as follows:
Asset Class
Allocation Percentage 
(%)
30-day Treasury bills 10
LT corporate bonds 20
S&P 500 30
U.S. small cap stock 20
MSCI EAFE 20
The above allocation would increase the risk and possible return of 
the model portfolio. The combined allocation is weighted toward U.S. 
small cap stock and MSCI EAFE categories. If we assume that the 
performance of the allocated portfolio will approximate historical yearly 
averages, the rate of total return should fall between -14  percent and 45 
percent as follows:
Highest annual returns 44.92%
Average annual returns 12.85%
Lowest annual returns -14.29%
Increasing the investment horizon will increase the risk tolerance and 
skew the portfolio even further toward the U.S. small stock and MSCI 
EAFE categories of investment assets.
The model portfolio given the longer investment horizon and MSCI 
EAFE posture would be allocated as follows:
Allocation Percentage 
Asset Class (%)
30-day Treasury bills 0
LT corporate bonds 20
S&P 500 30
U.S. small cap stock 20
MSCI EAFE 30
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The above allocation further increases the risk and possible return of 
the model portfolio. The combined allocation is further weighted toward 
the U.S. small cap stock and MSCI EAFE categories. If we assume that 
the performance of the allocated portfolio will approximate historical 
yearly averages, the rate of total return should range between -17  
percent and 50 percent as follows:
Highest annual returns 50.44%
Average annual returns 13.36%
Lowest annual returns -16.70%
If we assume that the performance of the allocated portfolio will 
approximate historical yearly averages, the rate of total return should 
range between -12  percent and 42 percent, as follows:
Highest annual returns 41.90%
Average annual returns 13.92%
Lowest annual returns -11.84%
Low Risk Portfolios for the Conservative Investor
The most conservative portfolio is one allocated 100 percent to the 30-day 
Treasury bills class of investment assets. Based on historical returns, this 
portfolio could return as much as 15 percent in one year or as little as 3 
percent. However, now we are facing the lowest interest rates in 30 years. 
The yields on the types of assets are currently just above 2 percent. 
Although investors are generally protected against a decrease in the 
principal value of their portfolios, these low yields are a hefty price to pay 
for downside protection. With inflation running at approximately 2 
percent, investors are not earning any real income and are just 
maintaining the purchasing power of their money.
Even the most conservative investors have become more willing to 
accept additional risk. The need for asset allocation for conservative 
investors is critical, as they can no longer depend on the yields from fixed 
instruments to provide the needed current income.
Assume that the investor is investing for the mid-term (6 to 10 years), 
and that he or she is concerned about current income and inflation and 
has a low tolerance for risk. The mid-term investment horizon would 
create a model portfolio as follows:
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Asset Class
Allocation Percentage 
(%)
30-day Treasury bills 60
LT corporate bonds 30
S&P500 10
U.S. small cap stock 0
MSCI EAFE 0
Portfolio Analysis
The above allocation would decrease the risk and possible return of the 
model portfolio. The combined allocation is weighted heavily toward 
capital appreciation and income categories. If we assume that the 
performance of the allocated portfolio will approximate historical yearly 
averages, the rate of total return should range from -2  percent to 25 
percent as follows:
Highest annual returns 25.34%
Average annual returns 8.49%
Lowest annual returns -1.68%
Increasing the investment horizon will slightly increase the risk 
tolerance and skew the portfolio toward the income categories of 
investment assets. The model portfolio given the longer investment 
horizon would be allocated as follows:
Asset Class
Allocation Percentage 
(%)
30-day Treasury bills 40
LT corporate bonds 40
S&P500 20
U.S. small cap stock 0
MSCI EAFE 0
Assuming that the performance of the allocated portfolio will 
approximate historical yearly averages, the rate of total return should 
range from -4  percent to 30 percent, as follows:
Highest annual returns 
Average annual returns 
Lowest annual returns
30.39%
9.55%
-4.20%
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If we decrease the investment horizon to between three and five years, 
we will correspondingly decrease the risk tolerance and skew the portfolio 
back toward the 30-day Treasury bills category of investment assets. The 
model portfolio given the shorter investment horizon would be allocated 
as follows:
Asset Class
Allocation Percentage 
(%)
30-day Treasury bills 70
LT corporate bonds 20
S&P 500 10
U.S. small cap stock 0
MSCI EAFE 0
The above allocation is the most conservatively managed portfolio. 
The allocation is weighted completely away from the U.S. small cap stock 
through MSCI EAFE categories, indicating little or no risk tolerance.
If we assume that the performance of the allocated portfolio will 
approximate historical yearly averages, the rate of total return should 
range between -1  percent and 22 percent as follows:
Highest annual returns 22.55%
Average annual returns 8.21%
Lowest annual returns -0.65%
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Fees and Compensation: Legal and 
Practical Issues
This chapter describes the various fee and compensation methods 
available and provides insights for selecting and implementing them. We 
discuss the pros and cons of each model, so you can select the method that 
makes sense for your practice. The chapter also covers professional 
limitations and requirements, including the special rules concerning 
contingent fees and asset-based fees.
Setting up an appropriate compensation structure is very important 
to the profitability and operation of your practice. Financial planners are 
paid in a variety of ways. The most common compensation methods are 
fee-only, commission-only, or a mix of fee and commission. Fee-only 
compensation is the method most CPAs use in a financial planning 
practice. The controversy over the relative merits of fee-only versus the 
commission model has been around for over 20 years and remains one of 
the most intense in the field. The media regularly fuels the controversy 
and frequently suggests to the public that an adviser who is compensated 
with commissions or fees and commissions cannot have the client’s best 
interest in mind.
Financial planning practices have largely evolved from a sales model 
of stock brokers and insurance agents to a service model in which 
advisers look at a broader range of their clients’ financial issues. Today, 
practices have evolved into a model with sales, service, and structure.
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Compensation Methods
Your compensation method should be decided initially when you set up 
your business because this will drive how you operate your practice. After 
all, your compensation method is truly an operational decision. The 
compensation model is a defining factor of many planners’ practices. Like 
it or not, your compensation method projects an image to your clients and 
your potential clients. Most often practices choose a method and stick 
with it. There are advisers, however, who make the difficult decision to 
change later on.
There are no right and wrong compensation methods, but whatever 
method you choose should be comfortable for you. The bottom line for any 
planner is always doing what is right for the client, and when you do that 
your compensation method will not be an issue.
Regardless of your compensation structure, it is important that your 
clients understand that the decisions they make concern more than just 
fees. Clients should not be comparing fee versus commission, or load 
versus no load. Most clients are sophisticated enough to realize that the 
real decision is: Help or no help.
Value o f Services
Newer planners can find it hard to see the value of planning services, and 
to charge appropriately. After all, you do not know what tomorrow will 
bring, and you certainly cannot guarantee superior investment 
performance. What you can guarantee, however, is that you will be there 
to prevent your clients from making the common investment and 
planning mistakes, and you will help them reorganize their lives so that 
saving for the future is a longstanding habit. Over time, these small 
adjustments in course can make the difference between an ordinary 
financial life and an extraordinarily successful one. With the leverage of 
time, it is possible to see just how much difference your advice can make 
in peoples’ lives. It is worth every penny you charge for it; if you do not 
believe us, believe the experienced advisers around you who will tell you 
the same thing.
Commissions
Commission-based financial planners initially provide financial advice; 
then, in the later stages of the planning process, they sell products to 
meet their clients’ needs for insurance, investments, and so forth. Clients 
pay for these services through commissions on the products they 
purchase. These planners charge no fee for services to the client but earn 
their income through the commissions paid by the marketers of the 
investment products sold. Generally higher risk products offer the highest 
commissions.
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Advisers who are going to get paid commissions must disclose the 
amount of commission paid before the client implements the decision. 
More on disclosure regulations later.
Some planners get paid commissions and fees. We will address that 
compensation method separately.
Planners using the sales model are usually employees or agents of a 
major financial service firm. Commission compensation is based on sales 
of proprietary and nonproprietary products offered by the corporate 
sponsor. These advisers generally serve a large number of clients. 
Advisers considering this compensation model should carefully select a 
strong corporate sponsor because the financial services firm the adviser 
chooses is for the long-term; in essence, advisers are really selecting an 
employer.
Planners working on commissions receive payments from a third 
party, usually an insurance or investment company. The planner’s fee is 
bundled into the amount the client pays a third party, but the actual 
payment is made by the third party. The payment can come in many 
forms— 12b-1 fees, trailing commissions, surrender charges, back-end 
fees, or lump sum payments.
If your clientele appears resistant to fees—either time-based or asset- 
based—the commission-based sales model would be the appropriate 
approach. The commission-based sales model traditionally works well for 
a middle income clientele whose net worth is too low to pay fees for 
planning work. We have found, however, that most CPA firms’ clients are 
willing to pay fees for advice. Some planners say that as a rule of thumb, 
clients with a net worth of less than $150,000 are better served with a 
commission-based planner.
The Ethical Debate
Many financial planners earn much of their living from commissions on 
the securities, insurance, or other financial products they sell to their 
clients. Although most planners are dedicated and responsible 
professionals, the fact that they will earn a commission from something 
they are encouraging clients to buy may make their advice appear 
inherently self-interested. Thus, objectivity—one of the most important 
attributes of a financial planner—may be called into question. Many 
clients fear that a planner may sell them something unsuited to their 
needs simply because it pays the highest commission.
Referral Fee
Another kind of a commission is the referral fee. A referral fee 
compensates the adviser for recommending or referring a product or 
service provided by another person or entity.
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Disclosure o f Commissions
AICPA Code of Conduct and State Accountancy Law. Advisers who are 
licensed to receive commissions from the sale of securities, insurance 
products, or real estate must check to see if their state permits CPAs to 
receive commissions. Contact your state board of accountancy if you are 
unsure what your state allows. If your state does allow commissions, 
check to see if it is consistent with the AICPA’s Rule 503 of the Code of 
Professional Conduct.
Rule 503, Commissions and Referral Fees (AICPA, Professional 
Standards, vol. 2, ET sec. 503.01), generally permits a member of the 
AICPA who is in public practice and does not perform attest work for that 
client to receive a commission, provided that fact is disclosed to the client. 
So, advisers who work on a commission basis should prepare a written 
agreement disclosing how much commission is earned on each product 
sold.
Following is the relevant extract from Rule 503:
AICPA Code of Conduct Rule 503—Commissions and referral 
fees.
A. Prohibited commissions
A member in public practice shall not for a commission 
recommend or refer to a client any product or service, or for a 
commission recommend or refer any product or service to be 
supplied by a client, or receive a commission, when the 
member or the member’s firm also performs for that client
(a) an audit or review of a financial statement; or
(b) a compilation of a financial statement when the member 
expects, or reasonably might expect, that a third party 
will use the financial statement and the member’s 
compilation report does not disclose a lack of 
independence; or
(c) an examination of prospective financial information.
This prohibition applies during the period in which the 
member is engaged to perform any of the services listed 
above and the period covered by any historical financial 
statements involved in such listed services.
B. Disclosure of permitted commissions
A member in public practice who is not prohibited by this 
rule from performing services for or receiving a commission 
and who is paid or expects to be paid a commission shall 
disclose that fact to any person or entity to whom the 
member recommends or refers a product or service to which 
the commission relates.
C. Referral fees
Any member who accepts a referral fee for recommending or 
referring any service of a CPA to any person or entity or who 
pays a referral fee to obtain a client shall disclose such 
acceptance or payment to the client.
[As adopted May 23 , 1990, effective August 9 ,  1990.]
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In Interpretation No. 505-2, “Application of Rules of Conduct to 
Members Who Own a Separate Business,” of ET section 505, Form of 
Organization and Name (AICPA, Professional Standards, vol. 2, ET sec. 
505.03), the AICPA Professional Ethics Division indicated that, when a 
member who is in public practice or who holds himself or herself out as a 
CPA forms a separate business to provide any professional services— 
including personal financial planning (PFP) services—the separate 
business is also viewed as the practice of public accountancy. Accordingly, 
members who hold themselves out as CPAs and provide PFP services, 
even in a separate entity, are subject to the AICPA Rules.
Following is the relevant extract from Rule 505:
AICPA Code of Conduct Interpretations Under Rule 505—Form 
of Organization and Name
505-2—Application of rules of conduct to members who 
own a separate business. A member in the practice of public 
accounting may own an interest in a separate business that 
performs for clients any of the professional services of 
accounting, tax, personal financial planning, litigation support 
services, and those services for which standards are promulgated 
by bodies designated by Council (see ET section 92.23). If the 
member, individually or collectively with his or her firm or with 
members of his or her firm controls the separate business, the 
entity and all its owners (including the member) and employees 
must comply with all of the provisions of the Code of Professional 
Conduct. For example, in applying Rule 101, Independence [ET 
section 101.01], if one or more covered members individually or 
collectively can control the separate business, such business 
would be included in the definition of “covered member’’ as 
described in item f  of that definition (see ET section 92.06). 
Accordingly, rule 101 [ET section 101.011 and all its 
interpretations and rulings would apply to the separate 
business, its owners and employees and, if violated, 
independence would be considered to be impaired with respect to 
the affected client(s).
If the member, individually or collectively with his or her 
firm or with members of his or her firm, does not control the 
separate business, the provisions of the Code would apply to the 
member for his or her actions but not apply to the entity, its 
other owners and employees. For example, the entity could enter 
into a contingent fee arrangement with an attest client of the 
member or accept commissions for the referral of products or 
services to such attest client.
[Replaces previous interpretation 505-2, with the same title,
March 1993, effective March 31, 1993. Revised, effective 
December 31, 1998, by the Professional Ethics Executive 
Committee. Revised, July 2002, to reflect conforming changes 
necessary due to the revision of interpretation 101-1.]
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The full text of the AICPA’s Code of Professional Conduct is available 
online at www.aicpa.org/about/code/index.htm. A  listing of the state CPA 
societies and boards of accountancy is available at www.aicpa.org/states/ 
index.htm.
Regulation and Oversight
The Securities and Exchange Commission
The Securities Act of 1933 and the Securities Exchange Act of 1934 were 
designed to restore investor confidence in our capital markets by 
providing more structure and government oversight. (The full texts of 
these Acts are available at www.law.uc.edu/CCL/sldtoc.html.)
The main purposes of these laws can be reduced to two common-sense 
notions:
• Companies publicly offering securities for investment dollars must 
tell the public the truth about their businesses, the securities they 
are selling, and the risks involved in investing.
• People who sell and trade securities—brokers, dealers, and 
exchanges—must treat investors fairly and honestly, putting 
investors’ interests first.
Congress established the Securities and Exchange Commission (SEC) 
in 1934 to enforce the newly passed securities laws, to promote stability in 
the markets and, most importantly, to protect investors.
The SEC oversees key participants in the securities world, including 
stock exchanges, broker-dealers, investment advisers, mutual funds, and 
public utility holding companies. Here, the SEC is concerned primarily 
with promoting disclosure of important information, enforcing the 
securities laws, and protecting investors who interact with these various 
organizations and individuals. The SEC offers the public a wealth of 
educational information on its Web site at www.sec.gov.
The National Association o f Securities Dealers, Inc.
The National Association of Securities Dealers, Inc. (NASD) is charged 
with regulating the securities industry and The Nasdaq Stock Market®. 
The NASD was created in 1938 by the Maloney Act amendments to the 
Securities Exchange Act of 1934. The NASD oversees the activities of over 
5,400 securities firms and their more than 91,000 branch offices, and in 
excess of 678,000 registered securities professionals. In addition, it 
regulates the markets operated by The Nasdaq Stock Market, Inc.
The NASD carries out its regulatory responsibilities through 
education, registration, and testing of securities professionals; onsite 
examinations of securities firms to determine their compliance with 
federal securities laws, the rules of the Municipal Securities Rulemaking
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Board, and NASD rules and regulations; continuous automated 
surveillance of the markets operated by The Nasdaq Stock Market, Inc.; 
review of advertising and sales literature as well as underwriting 
arrangements proposed by securities firms in connection with new 
securities offerings; and cooperative programs with governmental 
agencies and industry organizations to solve problems affecting investors, 
public companies, and securities firms.
If a firm belongs to multiple self-regulatory organizations, the SEC 
designates one as the principal examining authority for determining the 
firm’s compliance with the financial responsibility requirements under 
federal securities laws. The NASD is the designated examining authority 
for many members that maintain affiliations with other self-regulatory 
organizations.
Investment Advisers Act o f 1 940
This law regulates investment advisers. With certain exceptions, this Act 
requires that firms or sole practitioners compensated for advising others 
about securities investments must register with the SEC and conform to 
regulations designed to protect investors. Since the Act was amended in 
1996, generally only advisers who have at least $25 million of assets 
under management or advise a registered investment company must 
register with the SEC. (The text of this Act is available at www4.1aw. 
cornell.edu/uscode/15/ch2D.html.)
Licensing and Exams
To get paid a commission for selling a stock, bond, or mutual fund 
requires a securities license. The license required depends on which 
products you intend to sell. To receive commissions, you will need to pass 
at least one examination, and in most states two exams, to sell securities 
to the public.
To be eligible to take the exams, you must become an agent of a 
broker-dealer who is a member of the NASD.
After selecting your broker-dealer (more on this topic later), you must 
submit an NASD application, Uniform Application for Securities Industry 
Registration or Transfer, Form U-4. The Uniform Forms U-4 and U-5 are 
used by broker-dealers to register, and terminate the registrations of, 
associated persons with self-regulatory organizations (SROs) and the 
jurisdictions. (A Form U-4, with Instructions, is available as a “fillable- 
PDF’ online at www.nasdr.com/pdf-text/form_u4_revised.pdf.)
NASD Registration and Qualification Requirements
Any securities professional associated with a member firm—including 
partners, officers, directors, branch managers, department supervisors, 
and salespersons—must register with the NASD. The registration 
application requires information about the individual’s prior employment 
and disciplinary history. The NASD prescribes two levels of qualification 
and registration:
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• Registered representatives, generally sales personnel.
• Principals, generally officers of the firm and other management 
personnel involved in the day-to-day operation of the firm’s 
investment banking or securities business.
As part of the registration process, securities professionals must pass 
an examination administered by the NASD to demonstrate competence in 
the areas in which they will work. These mandatory qualification 
examinations cover a broad range of subjects on the markets, as well as 
the securities industry and its regulatory structure, ensuring a minimum 
level of understanding and expertise. The areas in which candidates are 
tested include federal securities laws; Securities and Exchange 
Commission and NASD rules and regulations; securities products; the 
operation and interrelation of financial markets; economic theory and 
kinds of risk; corporate financing, accounting, and balance sheet analysis; 
portfolio theory and analysis; fair sales practices, including solicitation 
and presentation; types of customer accounts; and tax treatment of 
various investments.
Prospective principals of securities firms must pass additional 
examinations that test their knowledge of supervisory rules in the areas 
of investment banking, trading, and market making; retail sales 
activities; and financial responsibility rules. Financial and operational 
principals must further demonstrate a thorough knowledge of the 
requirements regarding recordkeeping, net capital, customer reserves, 
financial reporting, and credit.
The NASD also administers examinations for the securities industry 
regulators and the states, to individuals seeking registration with 
securities firms. Additional information and documents, including study 
outlines for NASD examinations, are available at www.nasdr.com/ 
brokers.asp.
Exams are taken on a computer and the results are generally 
available minutes after the test is finished. All required exams can 
generally be taken in the course of a normal work day.
Which Exam Should You Take?
If you are going to sell general securities (and mutual funds), you will 
need to take the Series 7 exam. If you are going to sell only mutual funds 
and possibly some annuities (you also need an insurance license to sell 
annuities) or certain government securities, the Series 6 exam could be 
your best choice. Some people take the less threatening Series 6 and then 
add the Series 7 or other exams to sell specific products as the need 
arises. The Series 63 is commonly referred to as the “blue sky” exam and 
covers the various regulations and laws of the state where you are going 
to practice in addition to the national laws of the securities industry as a 
whole. In almost all states this exam is required in addition to the Series 
6 or Series 7 to earn commissions.
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After passing the Series 6 or 7 and the Series 63, you have met the 
examination requirements to earn commissions on the sale of certain 
investment products. In addition to the U-4 form mentioned earlier, you 
must be fingerprinted for background checks by the FBI. The fingerprints 
are kept on file for use in tracing you if you happen to abscond with 
someone else’s money. If you intend to supervise other brokers in a 
branch office, the Series 24 principal’s license will usually be required.
Investment Advice
Anyone who furnishes investment advice for a fee must register with the 
state securities regulator in the state in which you will do business or the 
SEC. Most investment advisory firms employ affiliates, or 
representatives, who will actually work with clients. In most cases, these 
individuals must be licensed or registered with state securities regulators. 
Most states require that investment advisers take the Series 65 exam to 
register as an investment adviser. If you have earned the personal 
financial specialist designation offered by the AICPA, your state may 
exempt you from taking another examination to register. If you have 
already passed the Series 7 but want to give investment advice, the state 
can allow you to take the Series 66 instead of the Series 65. A  list of the 
states that offer exemptions for the PFS designation can be found at the 
AICPA’s Web site (www.aicpa.org).
Some states require investment advisers to take the Series 7 to give 
investment advice. If your state requires this exam, the state will sponsor 
you. This means you do not need to become affiliated or sponsored by an 
NASD member to take the exam. You can download the U-10 form, which 
is the form you must complete, from the NASD Web site www.nasdr.com 
or call (301) 590-6500 and request the Form U-10.
Advantages and Disadvantages of a Commission Arrangement
Disadvantages of choosing a commission arrangement include lack of 
control over the allocation of resources, limited product choice, and most 
important, the inability to objectively represent the clients’ interests. The 
most important disadvantage of this arrangement is that clients may 
perceive an inherent conflict of interest because your income stream is 
tied to purchases of products from you. Usually planners who have been 
in the business for a number of years feel a desire to upgrade their 
practices away from commissions for this reason. We will talk about this 
transitioning separately.
Nevertheless, commissions are still the dominant form of 
compensation in this arena. That is because the pioneers in this business 
were paid that way and it is difficult to change methods. Also this method 
often makes sense for planners serving a middle- to lower-income client 
base.
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It is crucial to note that under the regulatory system no CPA, other 
than the registered rep, will be eligible to receive commissions. This means 
that it is prohibited to share commissions through a CPA firm’s 
partnership distributions, unless all the partners are registered 
themselves. However, the CPA firm can be reimbursed for reasonable 
expenses of overhead, salaries, and other expenses of the firm related to 
the financial services activities.
The Fee Model
A fee-only adviser is compensated solely by the client for professional 
services provided and not as a result of the purchase or sale of any 
financial product. Hourly fees based on time, fixed or flat fees, and fees 
based on assets under management are the most common fee 
arrangements. We will discuss the following typical fee arrangements:
• Hourly, fixed, or flat fees.
• Percentage fees, based on some aspect of the client’s financial 
profile, such as assets under management or earned income.
• Performance-based fees, tied to the profitability of the client’s 
invested assets.
• Contingent fees.
Hourly fees. Hourly fee arrangements are similar to other fee 
arrangements in public accounting firms. For example, the planner would 
charge the client an hourly rate of $100 to $400 per hour. Many planners 
who charge hourly rates do not sell products and do not manage assets; 
they simply collect an hourly fee for the time they spend with their 
clients. Most planners will provide their clients with an estimate of the 
number of hours that they reasonably expect their financial planning 
engagement to take.
Flat or fixed fees. Another time-based fee arrangement is called the 
flat or fixed fee arrangement. In this situation the planner will charge the 
client a retainer fee for the planning engagement, say $7,500 to $25,000 
for a comprehensive financial plan. The planner loosely bases the fee on 
the amount of time it will take to complete the engagement or the assets 
under management.
Asset-based fees. Another typical fixed fee arrangement for financial 
advisers is based on assets under management. Some planners’ fees are 1 
percent or 1.5 percent on assets up to $1 million, 80 basis points on assets 
to $3 million, and negotiable over $4 million. They may also charge a fee 
of $7,500 to $25,000 for the first year to do comprehensive financial 
planning or $1,500 to $3,000 for development of one aspect of the client’s 
financial plan. It may be easier (that is, less time-consuming and, 
therefore, less expensive) in future years to manage the client’s affairs 
because his or her financial house will eventually be in good order.
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For some clients, asset-based fees might seem to present a conflict. 
For example, middle-income clients with household income of $100,000 
need a full spectrum of planning services such as budgeting, cash flow, 
insurance planning, college funding, and retirement planning. These 
clients may think that asset-based fees are a conflict of interest because 
some decisions can affect the annual fees—such as a decision to pay off 
the mortgage or roll over 401(k) money into an IRA account. An easy way 
to avoid this perception is to charge a fee based on the client’s net worth.
Hourly fees and asset-based fees. Some planners charge fees for two 
separate services. The first is for comprehensive planning services. (Many 
advisers will not accept anyone for investment management without first 
doing a comprehensive financial plan.) These planners will make initial 
investment recommendations as part of the comprehensive financial plan 
and leave it up to the client to implement the plan. If the client has not 
implemented the plan by the next meeting, the planner will (for an 
additional fee, based on assets) make sure the recommendations are 
implemented.
Performance-based fees. A 1997 SEC release allows investment 
advisers more flexibility in charging clients performance-based fees. 
Section 205(a)(1) of the Advisers Act generally prohibits an investment 
adviser from entering into, extending, renewing, or performing any 
investment advisory contract that provides for compensation to the 
adviser based on a share of capital gains on, or capital appreciation of, the 
funds or any portion of the funds of the client. The SEC adopted Release 
No. IA-1731, File No. S7-29-97, to provide an exemption allowing 
investment advisers to enter into performance fee arrangements with (1) 
clients with at least $750,000 under management with the adviser or 
more than $1,500,000 of net worth, (2) clients who are “qualified 
purchasers” under the Investment Company Act of 1940, and (3) 
knowledgeable employees of the investment adviser. (See full text of the 
Release at www.sec.gov/rules/final/ia-1731.htm.)
An investment adviser who enters into such an incentive fee or 
performance-based fee arrangement has an obligation as a fiduciary to 
deal fairly with clients and to make full and fair disclosure of 
compensation arrangements. This obligation includes full client 
disclosure of all material information regarding a proposed performance 
fee arrangement as well as any material conflicts posed by the 
arrangement.
Legal and Regulatory Issues
Special Rules
CPAs are subject to special rules concerning contingent fees and asset- 
based fees. A contingent fee is defined by the AICPA in Rule 302, 
Contingent Fees (AICPA, Professional Standards, vol. 2, ET sec. 302.01), 
as a fee established for the performance of any service pursuant to an 
arrangement in which no fee will be charged unless a specific finding or 
result is attained, or in which the amount of the fee otherwise depends on 
the finding or result of such service.
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AICPA Code of Professional Conduct
Rule 302—Contingent fees. A member in public practice shall 
not
(1) Perform for a contingent fee any professional services for, or 
receive such a fee from a client for whom the member or the 
member’s firm performs,
(a) an audit or review of a financial statement; or
(b) a compilation of a financial statement when the member 
expects, or reasonably might expect, that a third party 
will use the financial statement and the member’s 
compilation report does not disclose a lack of 
independence; or
(c) an examination of prospective financial information; or
(2) Prepare an original or amended tax return or claim for a tax 
refund for a contingent fee for any client.
The prohibition in (1) above applies during the period in 
which the member or the member’s firm is engaged to perform 
any of the services listed above and the period covered by any 
historical financial statements involved in any such listed 
services.
Except as stated in the next sentence, a contingent fee is a 
fee established for the performance of any service pursuant to an 
arrangement in which no fee will be charged unless a specified 
finding or result is attained, or in which the amount of the fee is 
otherwise dependent upon the finding or result of such service.
Solely for purposes of this rule, fees are not regarded as being 
contingent if fixed by courts or other public authorities, or, in tax 
matters, if determined based on the results of judicial 
proceedings or the findings of governmental agencies.
A member’s fees may vary depending, for example, on the 
complexity of services rendered.
[As adopted May 2 0 , 1991.]
Thus, a CPA investment adviser who charges clients a fee based on a 
percentage of assets under management would be charging the client a 
contingent fee unless the fee is structured to meet the safe harbor 
provided by Ruling 24, discussed below.
AICPA Rule 302 permits a member to accept a contingent fee from a 
client, provided the member does not also perform for that client an audit 
or review of a financial statement, a compilation of a financial statement 
when the member expects or reasonably might expect it to be used by a 
third party, and that compilation does not disclose a lack of independence, 
or an examination of prospective financial information. Also, Rule 302 
and Interpretation 302-1 discuss certain tax services that cannot be 
performed for a contingent fee for any client.
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The following AICPA Ethics Interpretations are helpful for CPAs 
involved with asset-based fees.
AICPA Ethics Ruling 24, “Investment Advisory Services,” of ET 
section 391, Ethics Rulings on Responsibilities to Clients (AICPA, 
Professional Standards, vol. 2, ET sec. 391.047-.048), says that a member 
or member’s firm (“member”) that provides investment advisory services 
for an attest client for a fee based on a percentage of the client’s 
investment portfolio would be considered to be in violation of Rule 302, 
Contingent Fees. This rule offers a safe harbor when the fee would not be 
contingent upon portfolio performance and, therefore, all of the following 
conditions must be met:
• The fee is determined as a specified percentage of the client’s 
investment portfolio.
• The dollar amount of the portfolio on which the fee is based is 
determined at the beginning of each quarterly period (or longer 
period of time as may be agreed upon) and is adjusted only for 
additions or withdrawals made by the client during the period.
• The fee arrangement is not renewed with the client more 
frequently than on a quarterly basis.
AICPA Ethics Ruling No. 25, “Commission and Contingent Fee 
Arrangements With Nonattest Client,” of ET section 391 (AICPA, 
Professional Standards, vol. 2, ET sec. 391.049-.050), says that a member 
or member’s firm would not be in violation of either Rule 302 or Rule 503 
by providing contingent fee investment advisory services, or referring for 
a commission products or services of a nonclient or a nonattest client, to 
the owners, officers, or employees of an attest client or to a nonattest 
client employee benefit plan sponsored by an attest client. The member 
would not be in violation of either Rule 302 or Rule 503 provided that, 
with respect to Rule 503, the member discloses the commission to the 
owners, officers, or employees or to the employee benefit plan. The 
member should also consider the applicability of Interpretation 102-2, 
“Conflicts of Interest,” and his or her professional responsibility to clients 
under Rule 301, Confidential Client Information (AICPA, Professional 
Standards, vol. 2, ET sec. 301.01) (www.aicpa.org/about/code/index.htm).
Most state accountancy laws do not address whether an asset-based 
fee is a contingent fee for a CPA who is also an investment adviser. We 
suggest that in these situations, the AICPA rules may provide the needed 
safe harbor.
144 Managing Client Goals and Expectations in an Uncertain Market
Practical Issues
The main advantage of a fee arrangement is that the client perceives a 
more predictable degree of objectivity because the planner has no vested 
interest in one product over another. The disadvantage is that clients will 
have to pay the fee outright, regardless of whether they act on the advice. 
In addition, the cost of any transactions on investments or insurance costs 
is in addition to the advisory fee.
Accounting firms, however, generally structure their planning 
services as fee-only.
As indicated previously, there are regulatory as well as practical 
reasons for disclosing fees to clients up-front. This “disclosure” can be 
done using a client contract or an engagement letter. The engagement 
letter will outline the planning tasks and an estimate of the fee. Adequate 
disclosure serves both the planer and the client. If the fees are unclear, 
the client may have a cause for a complaint later on. It is best to air the 
information initially, so that if clients are not prepared to spend that 
amount, you can help them find another adviser.
Author Mary Rowland discusses disclosing fees and risks, devoting to 
it an entire chapter in the book Best Practices For Financial Advisors 
(Princeton, N.J.: Bloomberg Press, 1997). The subtitle for this chapter is, 
“If They Don’t Ask, You Have to Tell.” That simple directive says it all. 
Her best practice on this topic is to lay out the details of how you do 
business—and all of the costs involved. Follow up with a written 
summary and have the client sign and return it. You do this for your 
accounting clients, when you ask them to sign the engagement letter; you 
should make it common practice for advisory engagements, as well.
The Fee-and-Commission Model
Advisers who hold themselves out as fee-only planners—the best type in 
many clients’ eyes— must not actually get paid any commissions. If you 
are compensated by both fees and commissions, you should hold yourself 
out as a fee-based adviser.
Fee and commission planners get both a sales commission and a fee 
for their services. This type of fee structure is also known as fee-offset or 
fee-based. Commissions may be offset against fees, with fees being paid 
only if commissions are insufficient.
Planners may charge a fee based on assets for asset management 
services, but still earn commissions on insurance, which can play a key 
role in a financial planning practice. Some planners elect to offset that fee 
with any commission when they are forced to use a product that is 
structured with a commission. Some planners use fee offset as a 
transition toward fee-only.
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Fee-Only Versus Fee-Based
According to a recent study, nearly a third of planners holding themselves 
out as fee-only actually took commissions on securities or insurance sales. 
There is confusion among consumers about methods of compensation. The 
AICPA Personal Financial Planning Executive Committee published a 
white paper in 1998 to help planners avoid this confusion. The AICPA 
committee said:
[T]he term “fee-only” should only be used to describe practices or 
firms in which the advisers are compensated solely by fees in all 
engagements. Accordingly, the term “fee-only” in marketing 
materials, client communications, and other media should be 
used only by advisers that meet this test. A “fee-based” planner 
would therefore be one who is compensated by fees, but who may 
choose to accept commissions or other third-party compensation 
as well.
A copy of this white paper can be found at www.aicpa.org.
In an article on Morningstaradvisor.com, Bob Veres writes:
The cycle thus far has been that professionals want to make a 
clear distinction between themselves and the corporate 
salespeople who offer similar services with a marketing agenda.
The salespeople, of course, want to blur the distinction as much 
as possible. Each time the professionals achieve a new 
breakthrough—like fee-only compensation—the salespeople 
adapt their offer to make it as similar as possible, and the whole 
cycle goes around again, achieving a different clarity, a different 
adjustment, until finally—eventually—the salespeople reach a 
point where they actually practice and behave like the 
professionals and become them.”
Veres says that we are not quite at the point where the empire wants 
to make fee-only the state religion, but we are getting close enough to 
negotiate an end to the cycles. It is helpful to remember that our progress 
thus far has been achieved precisely because we have stood for higher 
standards. It is part of our culture. The best thing we can do for the larger 
firms is to teach them the fiduciary model and make raising of standards 
part of their cultures as well—and make it clear, once and for all, that 
there are no shortcuts.
Transitioning to Fees
Some planners follow the fee-based model as a way to transition to fees.
It often takes a great deal of time and energy to convert to a fee-only
practice from a sales- or commission-model. Advisers who plan to charge 
clients an hourly or fixed fee for services will have to become better at 
estimating time and fees.
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Some planners are reluctant to give up the trailing commissions that 
they received when selling commission products. The truth is clients are 
paying for the service, but not directly to the planner. Hundreds of 
planners are converting their compensation from commission-based to 
fee-based business. And thousands more would like to.
If what you do is relatively consistent for all your clients, charging a 
standard fee can work well. The client may be paying a trailing 
commission now, so he or she is paying a uniform amount.
The first year you change your fee structure may mean you are no 
longer affiliated with the broker dealer. Converting all clients to a fee- 
only relationship takes time—and most transitions are not easy. You will 
need to position yourself differently. You may have to change some of 
your work habits:
• Paperwork is to be done with your clients.
• Build a long-term client relationship that is not transaction 
oriented.
• Maintain regular contact with clients (after the sale—and even if 
there is no sale).
Keep in mind that planners on commissions are getting squeezed as 
no-load mutual funds and insurance products become more available. 
Again, there is that perception in the public’s eye that fee-only is the 
higher ground. Although there are commission planners who believe they 
are doing the best job they can for their clients, there is a difference 
between being in sales and being a fiduciary with the client’s best interest 
at heart.
For many advisers, changing the compensation model may be the 
most important issue for your practice. When practitioners talk about the 
future of financial planning, many talk about charging fees for their work. 
They came from the traditional insurance model but do full-service 
financial planning for clients, which is paid for by recommending 
insurance and mutual funds. Sometimes clients say they feel 
uncomfortable because the planner has done weeks of hard analysis work 
and they can invest only a small sum of money.
Some advisers wonder that if they started charging fees, they might 
be double-charging their clients. So how should you start charging fees 
and how could you incorporate them, fairly, into the commissions that you 
already earn? For most financial advisers, this is the most important 
practice-management question on their plates right now. The issue is a 
bit messy, because it involves making changes to client relationships and 
explaining those changes. It also entails creating a different business 
model and deciding how to merge two different compensation structures 
into one that is demonstrably fair to the client (perhaps the most 
complicated issue of all).
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The switch from commissions to fees will require a client base that 
values your advice. One planner who recently converted his practice from 
commissions to fees explained his reasoning as follows.
He became convinced that fees were the future of financial planning 
and wisely spent time and attention deciding how to communicate the 
change to his existing clients. He told clients, “The practice has grown, 
and if I continue to rely on commissions alone, my income will be 
dependent on getting new clients. But the way I want to do business is to 
meet with my existing clients more frequently—quarterly for some of 
them, others semiannually—and make sure that I know what’s going on 
in their lives. I want to be a better adviser, or financial coach.” Every 
client was converted.
Once the clients have “bought into” the conversion, the next step is 
moving their money. You can move IRAs, other qualified accounts, and 
the fixed-income portions of their portfolios over to another platform 
immediately, because those clients will not have to worry about the 
capital gains consequences. What, however, should you do with equity 
mutual funds held in taxable accounts? Most clients will leave them 
mostly where they are, and you may decide not to charge a management 
fee for those assets. As distributions are taken, however, and reinvested 
into managed accounts, you will charge fees. When the portfolio is 
ultimately rebalanced, the money moves over, as well. If there were dips 
in the market that allowed the client to reset the basis of a fund position 
without taking too big a tax hit, that money would also move.
Changing your business model will change everything. Most planners 
who make the transition say they wished they made this change much 
sooner. It makes a big difference in who you are, how you interact with 
clients and how your business operates.
Soft Dollar Arrangements
What are soft dollars? Soft dollar arrangements were the subject of a 60- 
page SEC report (issued September 28, 1998) that defined the term and 
made certain recommendations. A  copy of the complete report is available 
on the SEC’s Web site at www.sec.gov/news/studies/softdolr.htm. We 
cover this practice here because the issue often comes up in transitioning 
to fee arrangements. Thus, advisers should know the rules and be aware 
of the limitations in this area. The short answer for soft dollars is if you 
cannot eliminate them, disclose them. A more detailed discussion follows.
According to the SEC report:
The Commission has defined soft dollar practices as 
arrangements under which products or services other than 
execution of securities transactions are obtained by an adviser 
from or through a broker-dealer in exchange for the direction by
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the adviser of client brokerage transactions to the broker-dealer.1 
An individual or firm must exercise “investment discretion” over 
an account, as defined in Section 3(a)(35) of the Exchange Act, in 
order to use client commissions to obtain research under Section 
28(e) of the Exchange Act (“Section 28(e)”).
Due to the conflict of interest that exists when an investment adviser 
receives research, products, or other services as a result of allocating 
brokerage on behalf of clients, the SEC requires advisers to disclose these 
so-called soft dollar arrangements to their clients. Since 1975, the use of 
soft dollars has grown, as have the number of firms that provide research 
and other products and services in exchange for soft dollars. The total 
value of third-party research purchased annually with soft dollars is 
estimated to exceed $1 billion.
Soft dollar arrangements link the brokerage industry’s supply of 
research and the money management industry’s demand for research. 
Soft dollars result from brokerage firms bundling services of research and 
execution of transactions paid for by clients’ commissions for trade 
execution.
Under traditional fiduciary principles, fiduciaries cannot use assets 
entrusted by clients to benefit themselves. Thus, the SEC says when an 
adviser uses the client’s commissions in return for bundled services such 
as research from a broker-dealer, it receives a benefit that the adviser 
would have had to pay for otherwise. This results in a conflict of interest. 
Therefore, the SEC requires advisers to disclose soft-dollar arrangements 
to their clients. Advisers may also receive non-research-based products 
and services. Those products and services must be disclosed in sufficient 
detail to allow clients and potential clients to understand the adviser’s 
soft-dollar practices. The SEC’s report recommended that advisers keep 
good records to ensure compliance and that the Form ADV have more 
detailed and meaningful disclosures.
Overall, based on their findings (which are discussed in detail in the 
report), the SEC made several recommendations. Among them:
I. We noted many examples of advisers claiming the 
protection of the safe harbor without meeting its 
requirements. We also found that industry participants 
were not uniformly following prior Commission guidance 
with respect to soft dollars. As a result, we recommend that 
the Commission publish this report to reiterate guidance 
with respect to the scope of the safe harbor and to 
emphasize the obligations of broker-dealers, investment 
advisers and investment companies that participate in soft 
dollar arrangements. We also recommend that the 
Commission reiterate and provide further guidance with 
respect to the scope of the safe harbor, particularly 
concerning (a) the uses of electronically provided research
1 Disclosure by Investment Advisors Regarding Soft Dollar Practices, Advisors Act Release No. 1469 (Feb. 14, 1995).
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and the various items used to send, receive and process 
research electronically, and (b) the uses of items that may 
facilitate trade execution;
II. Many broker-dealers and advisers did not keep adequate 
records documenting their soft dollar activities. We believe 
that the lack of adequate recordkeeping contributed to 
incomplete disclosure, using soft dollars for non-research 
purposes without disclosure, and inadequate mixed-use 
analysis. We recommend that the Commission adopt 
recordkeeping requirements that would provide greater 
accountability for soft dollar transactions and allocations. 
Better recordkeeping would enable advisers to more easily 
assure compliance and Commission examiners to more 
readily ascertain the existence and nature of soft dollar 
arrangements when conducting inspections;
III. We noted many instances where advisers’ soft dollar 
disclosures were inadequate or wholly lacking—especially 
with respect to non-research items. We recommend that 
the Commission modify Form ADV to require more 
meaningful disclosure by advisers and more detailed 
disclosure about the products received that are not used in 
the investment decision-making process. In addition, the 
Commission should require advisers to provide more 
detailed information to clients upon request.
Conclusion
Your business should be consistent with your personality and style. 
Commissions or fees present an image about you. Your business is a 
reflection of you. Bear in mind that clients want to work with advisers 
they like and trust, and if you don’t like how your business is structured, 
your clients likely won’t either. Fortunately, your current accounting 
clients already know and trust you, but clients selecting a financial 
planner without having a prior relationship may be looking to hedge their 
bets by searching for one whose compensation method makes them 
comfortable.
For new or potential clients, it is hard to size up a financial planner in 
advance, so often the compensation method plays a role in the choice of 
adviser.
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8
Investments Used to Build Client 
Portfolios
Managing client expectations is a critical step to creating and 
maintaining a successful investment advisory relationship. No two clients 
are the same, and their reactions to markets and certain events may 
trigger different emotions. Likewise, to achieve the optimum balance for 
managing client expectations, the construction of a portfolio that meets 
the client’s needs is critical. As no two clients are alike, so should no two 
portfolios be alike.
The construction of a portfolio can include a seemingly endless array 
of investment choices. When do you use mutual funds rather than 
individual securities? Why not use bonds instead of bond mutual funds? 
Should real estate investment trusts (REITs) or commodities play a role 
in the portfolio? The answer to these questions depends on several factors:
• The size of the portfolio
• The time horizon for achieving the stated goals
• The particular constraints of the client
• The ultimate objective of the client as documented in the 
Investment Policy Statement (see Chapter 3).
From a planning perspective, advisers are going to eventually be 
asked, ‘What are you going to do with my money?’ Our role as the adviser 
is to create the portfolio that is best suited to the individual needs of the 
client. This portfolio may include:
• Mutual funds
• Stocks
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• Bonds
• Real estate
• Alternative investments
Mutual Funds
A mutual fund offers investors an interest in a portfolio of professionally 
managed assets. It is fundamentally a pool of money from unrelated 
investors that is invested in various securities. An investor owns an 
undivided interest in the pool evidenced by the number of shares owned. 
The mix of underlying assets changes as fund managers buy and sell 
positions.
Mutual funds offer access to virtually every type of security and 
investment style available. Mutual funds also offer diversification, access 
to professional management, and liquidity. The task for the adviser is to 
select the appropriate funds that will meet the investor’s objectives.
Mutual funds are usually established with a particular investment 
objective or to invest in a particular industry. The fund’s prospectus will 
usually define the fund’s objectives and any guidelines or limitations 
regarding the type of investments the fund is entitled to make. 
Investments that meet the established criteria are selected to accomplish 
the fund’s objectives.
The management of mutual funds comes at a price. The price is the 
mutual fund’s operating expenses. Various ongoing expenses common to 
all mutual funds are management fees and operating fees for trading and 
administration of the fund. Some funds charge a 12b-1 fee, an annual 
asset-based charge that is used to cover distribution expenses. It is named 
for the rule added in 1980 to the Investment Company Act of 1940, 
designed originally to allow smaller fund companies to recoup the 
expenses of marketing and distributing their funds. The fee must be 
reasonable, usually ½ percent to 1 percent of the fund’s net assets, and up 
to a maximum of 8.5 percent of the offering price per share. Funds that 
charge a 12b-1 fee of more than .25 percent are not allowed to refer to 
themselves as “no load” funds.
The Securities and Exchange Commission (SEC) requires mutual 
funds to identify all fees and expenses in a table in the front of the fund’s 
prospectus.
Expense Ratio
The expense ratio is the percentage of a fund’s assets that are used to pay 
its operating costs, which include investment advisory fees, shareholder 
services, salaries, legal and accounting services, postage, printing, 
telephone service, and other costs necessary to keep the fund running. 
The expense ratio is determined by dividing total expenses by the average 
net assets in the portfolio. A fund with $100 million in average net assets
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and total expenses of $1 million will have an expense ratio of 1 percent 
($1 million divided by $100 million equals 1 percent). Expense ratios 
typically range between .20 percent and 2.0 percent of a fund’s average 
net assets and must be disclosed in the fund’s prospectus.
Depending on how the adviser is compensated, load or no-load mutual 
funds may play a role in the client’s portfolio. Loads are the equivalent of 
sales commissions that are paid to an adviser for the execution of the 
transaction. No-load mutual funds are sold directly to the public or 
through adviser channels without any sales commissions.
If you are a fee-only adviser, the expenses charged by a mutual fund 
are important and should be monitored closely. Your client is paying your 
asset management fee, and any additional cost of the mutual fund is 
really an additional fee. Although expense ratios are important, they 
should not be the only governing factor when selecting a mutual fund. If a 
fund consistently provides superior risk-adjusted performance over its 
peers it may command a higher expense ratio; 30 or 40 basis points in 
additional expense ratio fees may be well worth the cost. As investment 
advisers, however, it is our responsibility to monitor the performance as 
well as the expense ratios.
Tax Efficiency
Tax efficiency is another one of the values that a CPA investment adviser 
can bring to the client. Using a portfolio of mutual funds will require the 
adviser to closely monitor such information as the potential capital gain 
exposure in a fund, the turnover ratio of the underlying assets in the 
fund, and the tax adjusted rate of return of the fund. Furthermore, some 
funds and fund families specialize in tax-managed mutual funds striving 
to give the owner the highest after-tax return. Critical information useful 
in selecting a mutual fund can be found in Morningstar Reports 
(www.morningstar.com).
Professional Management
When you buy a mutual fund, you are buying professional management of 
a portion of the portfolio. However, this professional management is 
subject to many changes. As investment advisers, we need to be aware of 
“style drift.” This is when a large cap growth manager tilts the portfolio 
to, say, large cap value. This could greatly affect the desired asset 
allocation of the portfolio. Another issue to monitor closely is manager 
turnover. Mutual fund managers come and go, and when a successful 
manager leaves a fund, the new manager may not have as desirous a 
track record and may lack the experience of the departing manager. 
These are critical points that we as investment advisers must monitor.
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Selecting a Fund
There is no perfect way to choose a mutual fund. Planners consider a 
number of important factors before recommending a particular fund to a 
client. Investors’ long-term happiness with a fund often traces to what 
they were thinking when they first bought the fund. Having a selection 
system is a good way to begin; you will undoubtedly refine the process as 
you learn more about your clients’ needs. What follows is a basic path for 
developing a fund choice.
Determine Why the Client Needs a New Fund
Investing is a means to a better future, not a hobby. Don’t confuse the 
two. This means no impulse buying, no hot funds, and no moves that do 
not fit into the bigger strategy.
Find Funds That Meet the Client’s Heeds
Stick to asset classes that fit the client’s objectives. Next are the basic 
needs, such as minimum initial investments and check-writing. Consider 
funds with below-average expenses in their asset classes. If you are 
looking for no-load funds, you may want to narrow the field by finding 
those available from the independent custodian.
Learn About the Fund and Its Manager
Buying a fund is a leap of faith, and you need to base your beliefs on the 
style, expertise, and ability of the manager or the common-sense 
simplicity of indexing. Look for compelling reasons to buy the fund and 
see if it meets the “mother” test. If you cannot explain to your mother 
what you know and convince her about the fund, you may not have the 
conviction to stay put in tough market cycles.
Compare the Fund to  Its Peers
Most advisers pick funds more for their asset class than raw performance. 
Some advisers’ performance review have less to do with raw numbers 
than consistency and volatility. Take the fund’s worst quarter and 
forecast it over a year to show what might happen if things get scary. You 
will want to review the 1-year, 3-year, 5-year, and 10-year average annual 
return rates. It is also helpful to compare the fund’s performance with a 
market index. When using indexes, it is important to compare apples-to- 
apples: A fund should be compared with a relevant market index.
Choose the Finalists
Make sure the fund’s holdings are consistent with the manager’s 
discipline. Check out what the fund is allowed to invest in, because the 
range of options is a key to how the portfolio could change.
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Check Under the Hood
This is where you look at the fund’s portfolio turnover, tax efficiency, and 
overlap with other fund holdings. Expense ratios can be a key tie-breaker. 
Also, modern portfolio theory provides several statistics that are useful. 
(Modern portfolio theory is discussed in Chapter 6.)
Measuring Mutual Fund Risk
Investors fear losing money. Thus, any measure of risk should focus on 
the investors’ chance of loss. Because a certain level of risk-free income 
can always be earned with Treasury bills, an investor’s risk measure 
should be tied to the possibility that an investment will not earn the 
Treasury bill rate.
Standard risk measurements, such as beta and standard deviation, 
measure volatility and investment risk or the likelihood that an 
investment will not meet the expected return of similar investments. 
Therefore, when investing in mutual funds, advisers should concentrate 
on real downside risk (the risk of not earning a risk-free rate of return) 
and develop a risk measurement by comparing historical fund yields with 
the Treasury bill rate.
The risk measurement that advisers use to compare mutual fund 
performance should compare the Treasury bill yield (the standard 
measurement of a risk-free yield) with the risk-adjusted yield currently 
being earned by the mutual fund. This type of risk-adjusted measure will 
compare mutual fund yields, given similar levels of risk. (Most mutual 
fund rating services value funds by comparing their returns to Treasury 
bills or other risk-free returns.) Analyzing returns after adjusting for the 
level of risk incurred puts mutual funds on a level playing field.
Many investors are quick to give their money to the hottest fund, 
ignoring the risks taken to earn those returns. Rather than seeking the 
hottest fund, investors should concentrate on earning a steady long-term 
return consistent with their investment goals. Obtaining additional 
returns usually requires taking on additional risk. To increase the total 
return of the fund, the fund manager may extend bond maturities, lower 
the quality of the bonds purchased, or invest in futures or options, all of 
which may dramatically increase risk.
It is important to understand the degree of risk the fund takes to 
achieve its returns. Prices swing, and their risk level relative to the 
market should be uniform. Use of a fund’s beta and standard deviation 
can reveal a fund’s historical volatility and variability. (This information 
is more fully discussed in Chapter 6.) When statistics show that the risk 
is uneven with the market, the adviser should evaluate whether the fund 
manager is deviating from the fund’s stated investment objective and 
style.
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Given a choice between two funds having similar returns, investors 
usually choose the fund with the lowest risk score, unless other 
compelling factors, such as management team, favor the riskier fund.
Stocks
An equity investment represents an ownership interest in the issuing 
corporation. Investors participate in the corporation’s growth through 
appreciation in the stock value and in the corporation’s profits through 
dividend distributions. On average, corporate dividends historically have 
increased at a faster rate than inflation; therefore, stocks have provided 
superior long-term investment returns against inflation.
The majority of publicly traded stock is common stock, which affords 
the owner a voting interest in the corporation. Common stock enjoys 
appreciation in value through capital gains and income from the 
distribution of dividends.
In data-gathering exercises with the client, the investment adviser 
will begin to assess the client’s risk tolerance, among other factors. Once 
you have assessed your client’s needs, you may have determined that 
individual equities can and should play a role in the portfolio’s design.
Constructing a portfolio of equities using asset allocation theory 
requires the adviser to consider a wide range of equity categories.
• Growth versus value
• Large cap versus mid and small cap
• Domestic versus foreign
Growth Versus Value
Growth stocks and value stocks typically do not move in unison. When 
growth stocks are out of favor, value stocks will typically lead the market. 
Historically, from 1927 through 2001 according to Ibbotson Associates, 
large-cap value stocks have returned a compound annual return of 12.2 
percent, while large-cap growth stocks have returned 9.6 percent. 
However, the higher yield attributed to the large-cap value category has a 
higher standard deviation, meaning there is more risk associated with 
these equities.
To better manage a portfolio’s volatility and risk, a balanced portfolio 
will include both growth and value equities. The risk tolerance, among 
other factors, will determine your asset allocation among growth and 
value equities.
Large Cap Versus Mid and Small Cap
Just as value and growth do not move in unison, large, mid, and small cap 
stocks often do not move in unison. Therefore, the construction of a
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diversified portfolio should include some mix of the three asset categories. 
Large cap stocks have historically been less volatile than mid and small 
cap stocks. However, the historical returns for small cap stocks have been 
greater than mid and large cap stocks. The adviser should consider 
equities from all three classes in constructing a portfolio using asset 
allocation.
Domestic Versus Foreign
As with the two sections above, there is not a high correlation between 
foreign and domestic equities. Consequently, domestic equities may be 
performing poorly, while foreign investments are doing well. This 
category—more than any of the other—often raises concerns among 
clients, due to the perceived risks of investing overseas. However, a 
properly diversified portfolio should consider foreign, as well as domestic, 
holdings.
Fixed Income
Fixed-income investments have sometimes been thought of as a boring 
and necessary evil when it comes to building a diversified portfolio. Let’s 
face it, the thought of lending money is not as interesting as the thought 
of owning a piece of a company. However, do not be misled. Fixed-income 
instruments come in all shapes and sizes and risk levels.
On the low end of the risk spectrum are U.S. government bonds and 
insured municipal bonds. On the other end of the risk spectrum are high- 
yield (junk) bonds. During a raging bull market, it may be difficult to 
convince your client to properly weight the portfolio with an allocation of 
fixed-income securities. In the midst of a bear market, however, the fixed- 
income portion of a portfolio will likely provide the cushion clients need to 
soften the blow from falling equity valuations. The role of the adviser is to 
guide clients to achieve their long-term goals. Over long-term periods, an 
allocation to fixed income will help mitigate the market risk of a portfolio 
and will also provide proper diversification.
For an example of the power of fixed income in a diversified portfolio, 
consider the following. For the five-year period ending June 30, 2002, the 
Vanguard S&P 500 Mutual Fund had a five-year annualized return of 
3.63 percent. For the same period, the Vanguard Intermediate Term U.S. 
Treasury Bond Fund had a five-year annualized return of 8.61 percent. 
The bonus in these numbers is that a portfolio equally weighted between 
the two funds has a standard deviation (a measure of risk) for the same 
period of time of 9.26. This is half the standard deviation of the S&P 500.
When considering fixed income in a client’s portfolio, there are many 
choices from which to select. One can look at not only U.S. government 
bonds and municipals, but also agency bonds, such as Fannie Mae and 
Freddie Mac bonds. These are quasi-government bonds that typically
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provide a higher rate of return. Another sector of fixed income to consider 
is foreign bonds. This can provide an even broader diversification to the 
portfolio. When we use foreign bonds in a client’s account, we use a 
foreign bond mutual fund.
Real Estate
Real estate holdings can come in all shapes and sizes. These can include 
commercial and residential rental property, unimproved real estate, and 
REITs. One of the primary benefits of owning real estate in a portfolio is 
the absence of correlation between real estate and equities. Real estate 
also serves as a great hedge against inflation. As advisers, however, we 
must look at our client’s holdings with our blinders off. We must consider 
our clients’ other real estate holdings, including any commercial or 
residential property they may own. Most advisers will consider these 
holdings (excluding the primary residence) a part of the real estate of the 
client’s portfolio and may reduce their holdings allocated to real estate.
As an example, a client may come to you to manage a $2 million 
portfolio. After you have studied the client’s risk tolerance and goals and 
completed your assessment of their needs, you may allocate 15 percent of 
the portfolio to REITs. However, if the client’s total net worth is $10 
million, and half of that net worth consists of commercial and residential 
rental properties, your allocation to REITs would likely be unnecessary. 
When considering an allocation to real estate, many advisers use REITs 
or REIT mutual funds. They are much more liquid than owning the 
actual property itself.
Alternative Investments
Alternative investments and the strategies that use them are likely the 
least understood area for clients. For that reason, it is very important 
that if alternative investments are used in a portfolio, the client and the 
adviser have a clear understanding of the investment vehicle.
Alternative investments can include a host of items, such as:
• Hedge funds
• Commodities
• Options
• Exchange-traded funds
Hedge Funds
The term hedge fund has become a catch-all for various nontraditional 
funds, some of which are partially hedged and some of which are not. A
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definition of hedge funds is not easy. First, they are not mutual funds at 
all. Hedge funds can use virtually any investment technique, including 
short-selling, and heavy borrowing, or leverage. The minimum 
investment is typically $1 million and the manager usually receives a 
significant percentage of the profits, often as high as 20 percent.
Most hedge funds in the United States are set up as limited 
partnerships—investors become limited partners and the general partner 
is the investment manager. Broadly defined, hedge funds are private 
partnerships in which the manager or general partner has a significant 
personal stake. The manager is free to operate in a variety of markets and 
to use investments and strategies with variable long and short exposures 
and degrees of leverage.
Hedge funds shoot for absolute performance. Mutual fund managers 
measure their success on a relative performance basis. Thus, mutual fund 
managers could lose money in a time period, but if they lost less than the 
average or index to which they compare the fund, the managers would 
consider themselves successful. From the investor’s standpoint, however, 
a hedge fund is successful only if it makes money, period.
Hedge funds have had their share of problems. Recall how hedge fund 
Long-Term Capital Management blew up in 1998. Hedge funds are not 
required to report returns, do not generally have to disclose holdings, and 
sometimes lock up investors’ money for a year or more. In contrast, 
mutual funds post their daily net asset values, most can easily be bought 
and sold, and they disclose holdings quarterly or semiannually.
Nearly every large mutual fund family is offering or planning to 
introduce hedge funds to institutional clients and wealthy individuals. As 
more mutual funds get into hedge funds, the potential for conflicts of 
interest grows. According to the Managed Funds Association Web site 
(www.mfainfo.org) the growing interest of mutual funds in adding hedge 
funds has raised concerns with the SEC. Conflicts of interest could arise 
from the widely different fees, which create an incentive for “cherry- 
picking”—allocating good trades to the hedge fund at the expense of the 
mutual fund.
Commodities
Investments in commodities are usually investments in futures contracts; 
they are agreements to make or accept delivery of a specified commodity, 
such as wheat, corn, or cocoa, on a certain future date. Low margin 
requirements for futures contracts permit investors to purchase them for 
5 percent to 10 percent of their future value. Because contracts are 
usually on large quantities of the commodities, such as 5,000 bushels, 
small variations in the price of the commodity can mean large variations 
in the value of the contract. If the price move is unfavorable to the 
investor, it may eliminate the margin funds and require the investor to 
immediately add funds to the account.
Commodities offer the possibility of enormous profits in a short time, 
but the risks are high. Seventy percent of commodity speculators lose
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money, and aggregate losses are typically five to six times greater than 
gains. Because commodity prices fluctuate daily, commodity investors 
must have, in addition to expertise, the time to continuously monitor their 
investments. Instead of taking commodity positions directly, investors can 
obtain professional management by investing in commodity limited 
partnerships or mutual funds. However, these managed accounts are also 
highly speculative.
Commodities, like real estate, offer a broad diversification to the 
client’s portfolio. This is accomplished by the lack of correlation to 
equities. When we add the asset class to our clients’ portfolios, we often 
use mutual funds that specialize in a broad array of commodity assets. 
These mutual funds tend to carry higher expense ratios and may be quite 
volatile, but the benefit comes in the negative correlation to the rest of the 
portfolio.
Options
Options are highly speculative and should be used only by sophisticated 
investors. Basically, an option is a contract that gives the buyer the right 
(but not obligation) to buy or sell a security at an agreed-upon price 
within a specified period of time. An option to buy is called a “call” option, 
while an option to sell is often called a “put.”
Exchange-Traded Funds
Exchange-traded funds (ETFs) represent a share of ownership in a basket 
of securities that closely track the performance of a specific market index. 
Although ETFs were introduced as a means to trade markets, the buy- 
and-hold investor is starting to show interest in these products as well. 
Low annual expense ratios that easily beat comparable index funds are 
coupled with better tax efficiency.
ETFs have now been created to cover virtually any size, style, sector, 
and country market with varying degrees of cost and tax efficiency. 
Individual shares of an ETF trade on an exchange like any other stock. 
ETFs, like index funds, are effective for diversifying a portfolio. The first 
ETF created was the S&P Depository Receipts (SPDR), called “spiders,” 
which began trading on the American Stock Exchange in 1993. Spiders 
track the S&P 500 Index. The S&P 400 Mid-Cap Spider (MDY) followed 
in 1995 and carries an expense ratio of .25 percent. By 1998, Diamonds 
(DIA) were added to track the Dow Jones 30 Industrials (.18 percent 
expense ratio) and finally Nasdaq introduced Cubes (QQQ) to track the 
Nasdaq 100 Index (.18 percent expense ratio).
Barclays has repacked its World Equity Benchmarks (WEB) series 
with expense ratios over 1 percent into iShares MSCI Series with 
expenses of .84 percent to .99 percent. The investor assumes currency 
risk, as Barclays makes no effort to hedge currencies in these funds. It is 
not the currency risk or the relatively high expenses that should be the 
investor’s initial concern, however, as the high concentration in a few
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securities, tracking error, and discounts to NAV are much more 
important for long-term investors.
Tracking error with these funds can be significant. Tracking error is 
measured by performance of the fund compared to the index it tracks. 
These index funds hold representative samples of the securities in the 
index and as such will vary from actual performance of the index. Funds 
with high concentration in a few securities are particularly susceptible to 
tracking error.
Low cost and tax efficiency are the prime selling points of these new 
vehicles, but the investor should be aware of the choices and risks 
inherent in each product. Tracking error, discounts to NAV, and high 
volatility should be expected with country indexes and some sector 
indexes. The low costs of the broad market and style indexes will surely 
attract money away from traditional index funds.
Conclusion
Understanding human behavior and having the discipline to avoid the 
temptation of following the crowd and the noise of the moment is a very 
important part of selecting winning investment strategies and managing 
the client’s expectations. In this chapter, we did not suggest that the keys 
to managing client expectations are your attempts to select a portfolio 
that will outperform that market. Our clients listen to Wall Street’s 
forecast on what is unforecastable—and this “investment pornography” is 
intended to tempt them to action, when inaction is often the best course.
Sometimes you will be surprised. As an adviser, you must use your 
skills and wisdom to draw people out, comfort them, and lead them 
toward resolution. The key is to give them comfort and treat each 
conversation as important, handle each request as something new and 
relevant, and take time to listen. Clients need frequent reassurance that 
the market is not going to go to zero, that their retirement is secure and 
that they are working toward their goals. Their needs are really more 
than financial and this means your success is linked to your client’s 
satisfaction.
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Cash and Cash Equivalents
We believe that as CPAs we are uniquely qualified to integrate the skills 
and talents of financial planning with investments. This is why we have 
gone to the trouble of including a comprehensive discussion of the various 
investments to be used, and we hope your knowledge of investments 
combined with this information will set you apart from others. To manage 
client’s expectations, you must help them select appropriate investments. 
This Appendix should help make that task more reasonable.
In addition to several investment vehicles, we are also covering money 
markets and other cash equivalents—which are not technically 
investments—in this Appendix. We mention this because clients often 
have ready cash or need to have a “parking place” for funds awaiting 
investment somewhere else. Also, many clients today might want to stash 
their entire portfolio away in a money fund, robbing themselves of 
growth. Such funds might appear to keep pace with inflation, but after 
taxes, their purchasing power will slowly shrink. The job of the 
investment adviser is to find the right investment alternatives to help 
clients achieve their goals.
Cash and Cash Equivalents
From an investment planning perspective, cash and cash equivalents are 
short-term interest-bearing securities and deposit accounts that offer 
liquidity, safety of principal, and current interest. These investments 
typically offer a relatively low return on your clients’ investment, but may 
be appropriate for a number of goals, such as the following:
• Maintaining an emergency fund
• Accumulating funds for immediate goals
• Temporarily investing excess cash
• Avoiding risk
167
168 Managing Client Goals and Expectations in an Uncertain Market
Bank Accounts
Banks and other financial institutions (such as thrifts and credit unions) 
offer many interest-bearing investment options. Many of these accounts 
are insured by the Federal Deposit Insurance Corporation (FDIC) for 
banks, the Federal Savings & Loan Insurance Corporation (FSLIC) for 
thrifts, or the National Credit Union Share Insurance Fund (NCUSIF) for 
credit unions. The maximum insurance coverage is $100,000 per account, 
determined by how the account is titled on the institution’s records. It is 
advisable to have the FDIC or other insurance coverage explained by the 
financial institution with which your clients are dealing.
Interest-Bearing Checking Accounts
These accounts usually pay a nominal rate of interest on the average 
daily balance in the account, while allowing the depositor to make an 
unlimited number of deposits or write an unlimited number of checks 
during a given period. More restrictive accounts that limit the amount of 
account activity commonly pay a higher interest rate.
Savings accounts. Normally, there are no restrictions on 
withdrawals from a savings account, making savings accounts the most 
liquid and convenient of investments. As a trade-off, savings accounts 
typically pay relatively low interest rates. The two most popular savings 
accounts are:
• Passbook savings account. The owner of the account is issued a 
passbook when the account is established. All subsequent activity 
is then posted in the passbook. The institution will usually send 
quarterly or annual statements. There are no check-writing 
privileges.
• Statement savings account. The financial institution provides the 
depositor with a statement of activity at regular intervals 
(typically monthly or quarterly). There are usually no check­
writing privileges.
Certificates of deposit. Certificates of deposit (CDs) are deposits 
invested with a financial institution for a stipulated period of time that 
earn a fixed rate of interest for the term of the CD. Rates generally 
increase with the amount and term of the deposit. CDs are not as liquid 
as savings accounts, and the financial institution usually does impose a 
significant penalty for early withdrawal. Accordingly, the interest rate 
paid on a CD should be higher than that on a savings account. CDs issued 
by federally chartered banks and savings and loans are insured by the 
FDIC up to the applicable limits.
Your clients may also purchase CDs through a brokerage house. 
Although there may be commissions or other additional costs associated 
with purchasing a CD through a brokerage house, this alternative offers 
some advantages:
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• A secondary market exists for brokered CDs. This enables your 
clients to sell the CD and liquidate their investment without an 
early withdrawal penalty. The selling price of the CD will be 
determined by a combination of several variables, including the 
CD’s interest rate, prevailing interest rates, and the time 
remaining until maturity.
• Interest rates may be higher than those being offered by 
institutions within your geographic area.
Money-Market Mutual Funds
Money-market mutual funds invest in U.S. Treasury bills, commercial 
paper, jumbo CDs, and other short-term interest-bearing securities. 
Investments held by money-market mutual funds typically have an 
average term to maturity of 30 to 90 days. Money-market mutual funds 
can be either taxable or tax-free.
For a relatively small initial investment, investors buy shares of the 
fund’s portfolio and receive a share of the interest and trading gains 
earned by the fund. These accounts typically pay higher interest than the 
interest paid on savings accounts and bank-issued money market funds. 
In addition, money-market mutual funds usually feature some check­
writing privileges, often stipulating the minimum amount for which a 
check can be written (for example, $250 or $500). Money-market mutual 
funds are not insured by the FDIC.
Bank-issued money-market accounts, insured up to $100,000, are 
available through most institutions; however, these accounts usually pay 
a lower interest rate than a money market from mutual funds.
U.S. Government Obligations
Securities issued by the U.S. Treasury are generally considered the safest 
of any investment because they are backed by the full faith and credit of 
the U.S. government. That’s why we have included them in this section of 
“Cash and Cash Equivalents,” as well as the next section, “Fixed-Income 
Investments.”
Treasury issues are classified as Treasury bills (T-Bills), Treasury 
notes, or Treasury bonds. Treasury notes and bonds have a maturity in 
excess of one year and are discussed in the section “Fixed-Income 
Investments.” You can buy T-bills, Treasury notes, and Treasury bonds 
directly from the government—without brokers, without hassles, and 
without a mountain of paperwork—from Treasury Direct, at 
www.treasurydirect.gov.
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T-Bills
T-Bills have maturities of 4 weeks, 13 weeks, 26 weeks, and one year. 
They are issued weekly. One-year bills are issued once a month. All have 
a minimum face value of $10,000 and are sold at a discount. Instead of 
receiving interest payments, investors pay less than the face value and 
then receive the face value at maturity. The difference is the yield.
Treasury securities can be purchased through a bank or a broker, or 
directly from the U.S. Treasury. Securities purchased through a bank or 
broker may be subject to commissions or other costs.
Comparing Cash Investments
If your clients have funds they want to invest in cash or cash equivalents, 
the following chart may help to explain the various characteristics of their 
available alternatives.
Investment
Check
Writing Interest Liquidity
Interest-bearing checking account Yes Low High
Savings account No Low High
Certificates of deposit No Medium Low
Money-market mutual funds Yes Medium High
Treasury bills No Medium Low
Fixed-Income Investments
Fixed-income investments offer your clients a stipulated amount of 
income over a period of time. Investments that pay a fixed amount of 
income may be found in a number of categories:
• Debt instruments, such as governmental or corporate bonds, that 
represent an obligation of the issuer to pay interest at a certain 
rate and to repay interest and principal at certain times.
• Preferred stock, which gives the investor a right to receive 
dividends when declared.
• Hybrid or convertible instruments that represent either an 
obligation of the issuer to pay interest and repay principal or a 
right to receive dividends when declared combined with a right of 
the holder to convert the instrument into common stock of the 
issuer.
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Commercial Paper
When investing in fixed-income instruments, investors should 
consider the following principle: the principal value of fixed-income 
instruments will fluctuate inversely with interest rates. As interest rates 
increase, the principal (or market) value will go down. As interest rates 
decrease, the principal (or market) value will go up. Long-term bonds 
fluctuate more than short-term bonds. It is important to review the 
maturity and duration of the bond portfolio to control the desired level of 
interest rate risk and monitor the investment objective.
Commercial paper is short-term indebtedness offered by major 
corporations, usually in denominations of $10,000, for a maximum of 270 
days. Due to its short-term nature, commercial paper is a fairly safe 
investment; however, the investor must rely on the creditworthiness of 
the issuing corporation. Rates of return are typically one-half of one 
percent greater than CDs having similar maturities.
U.S. Government Obligations
As discussed earlier, U.S. government obligations are borrowings by the 
federal government. These investments offer the highest security at the 
expense of lower rates of return. Investors seeking to preserve capital 
usually choose government obligations because the return of principal is 
virtually assured. Interest earned on United States obligations is not 
subject to state and local taxes.
Treasury Notes
Treasury notes, the midterm obligations guaranteed by the federal 
government, have maturities ranging from 1 through 10 years and pay 
interest semiannually. The notes, which are usually offered at or around 
par, sell in minimum amounts of $5,000 for notes with a term of less than 
four years and minimum amounts of $1,000 for notes with a term of over 
four years.
Treasury Bonds
Treasury bonds are long-term U.S. government obligations, with 
maturities ranging from 10 to 40 years. Treasury bonds pay interest 
semiannually and are usually offered at or around par in minimum 
denominations of $1,000. Although some bonds are callable at par after 
25 years, most are not.
U.S. Savings Bonds
These U.S. government obligations are registered to the owner. Savings 
bonds are not callable by the federal government and are not 
transferable; therefore, they are not acceptable collateral for borrowing. 
The income accrues on a tax-deferred basis until the year the bonds are 
cashed in, and the interest is exempt from state and local income taxes.
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The Treasury Department Web site, www.savingsbonds.gov, is a helpful 
resource.
• Series EE. These bonds are sold at a deep discount (usually half of 
the face value), mature after five years, and are redeemable after 
six months. Redemption before maturity reduces the rate of 
return. Current rate of return is 4.07 percent. Series EE bonds are 
sold in denominations from $50 to $10,000, with a purchase price 
from $25 up to $5,000. Individual purchases are limited to $30,000 
($60,000 for ownership with another) in any calendar year. 
Caveat: The current 3.96 percent Series EE saving bond rate is in 
effect for bonds issued through October 2002. It is based on 90 
percent of the average five-year Treasury securities yields for the 
preceding six months. A  new interest rate is announced on 
www.savingsbonds.gov effective each May 1 and November 1. A 
three-month interest penalty is applied to these bonds if redeemed 
before five years. The Series EE bonds on sale now increase in 
value monthly. The bond’s interest rate is compounded 
semiannually.
• Patriot Bonds. According to a practice that began December 11, 
2001, the Series EE savings bonds ordered at Savings Bonds 
Direct or through financial institutions are inscribed with the 
special legend, “Patriot Bond.” These specially designated Series 
EE Patriot Bonds offer one more way to express support for our 
nation’s war and recovery efforts.
• Series E. These bonds reach final maturity and stop earning 
interest. Bonds issued from May 1941 through October 1961, 
along with those issued from December 1965 through October 
1971, have stopped earning interest. All Savings Notes, issued 
from May 1967 through October 1970, have stopped earning 
interest, as well. Series E Bonds with issue dates of November 
1961 through April 1962 and November 1971 through April 1972 
will reach final maturity from November 2001 through April 2002. 
Series HH bonds can be exchanged for Series EE bonds after the 
Series EE bonds mature and stop paying interest. Exchanges are 
at par value. Series HH bonds are sold in denominations of $500 
to $10,000 and are redeemable six months after issue. Interest on 
HH bonds is paid at a fixed rate set on the day you buy the bond. 
Buyers of HH bonds “lock in” this rate for the first 10 years they 
hold the bond. Interest rates are reset on the 10th anniversary of 
the HH bond’s issue date. These are the interest rates currently in 
effect for HH bonds: (1) The current interest rate is 4 percent per 
year (this has been in effect since March 1, 1993); (2) bonds dated 
March 1993 or later, or bonds that entered an extended maturity 
period March 1993 or later, earn interest at 4 percent per year; 
and (3) all other bonds earn interest at 6 percent per year.
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• I-Bonds. These U.S. Savings bonds, which are called either I- 
Bonds or TIPs, were first issued in 1998. These inflation-indexed 
savings bonds are available in eight denominations, from $50 to 
$10,000, with 30-year maturities. Bond earnings are added every 
month and interest is compounded semiannually. Investors 
cashing I Bonds before five years are subject to a three-month 
earnings penalty. The earnings rate for I Bonds is a combination 
of a fixed rate, which will apply for the life of the bond, and the 
inflation rate. The current earnings rate of 2.57 percent for I 
Bonds bought from May 2002 through October 2002 will apply for 
the first six months after their issue. The earnings rate combines 
a fixed rate of return (which applies for the 30-year life of the I 
Bonds) with a semi-annualized rate of inflation as measured by 
the Consumer Price Index for all Urban Consumers (CPI-U).
Some characteristics of savings bonds are:
• If held for 5 years or longer (up to 30 years), a market rate of 
interest is paid.
• Series EE bonds can be exchanged for Series HH bonds with 
continuation of the tax deferral.
• There is a $30,000, face amount, annual limit for purchases.
U.S. Government Agency Securities
Many agencies of the U.S. federal government issue securities. Even 
though these securities are not directly issued by the federal government, 
they are guaranteed by it. These securities have higher yields than 
obligations issued directly by the federal government but lower yields 
than corporate issues of similar maturities.
U.S. government agencies that issue federally guaranteed securities 
include District Bank for Cooperatives, Federal Home Loan Banks, 
Federal Intermediate Credit Banks, Federal National Mortgage 
Association (Fannie Mae), Government National Mortgage Association 
(Ginnie Mae), International Bank for Reconstruction and Development 
(World Bank), and Inter-American Development Bank.
Ginnie Mae Pass-Through Certificates
These certificates allow investors to participate in certain Ginnie Mae 
mortgages, which are guaranteed by the federal government. Mortgage 
interest and principal are paid to the investors at prevailing mortgage 
rates. Although most mortgages are long term (25 to 30 years), due to 
refinancing, the periods may be much shorter. Minimum investments are 
usually $25,000, unless a Ginnie Mae mutual fund or unit investment 
trust is purchased.
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Tax-Free Bonds
State and municipal bonds pay interest that is exempt from federal and, 
in some situations, state and local taxes. Tax-free bonds can be attractive 
investments if the rate of return exceeds the after-tax rate of return on 
taxable bonds with similar maturities and security.
Tax-free rates of return are usually discounted by the market to 
account for the differences in after-tax returns at the highest marginal 
federal rate without surtaxes. Some tax-free obligations are discounted at 
rates that include the highest state and local tax as well. Investors who 
are not planning to pay the highest marginal rates for the life of the bond 
should be careful before investing in state or municipal bonds.
Advisers should be careful to consider the effect of the alternative 
minimum tax (AMT) in their analysis. If your client is subject to the 
AMT, you should be increasingly wary of AMT (because AMT taxes 
certain types of municipals, such as student loan bonds and industrial- 
development bonds). This would apply to these and other types of 
investments, as well. In fact, the AMT is specifically the type of issue that 
makes a CPA—with CPA tax sophistication—especially appropriate as an 
investment adviser. Non-CPA advisers may find advanced tax advice 
outside the scope of their mission.
Private Activity Bonds
Private activity bonds (PABs) are securities issued by or on behalf of a 
local government to provide debt financing for projects used most often by 
the private sector. Tax-exempt bonds can be issued for specific purposes, 
as determined by federal tax law. PABs are not a direct source of funding; 
rather they are a tax-exempt financing mechanism.
In general, state and municipal bonds issued before August 8, 1986, 
are exempt from federal taxation. Qualifying private activity bonds are 
exempt from the regular federal tax but taxable for AMT purposes. 
Nonqualifying private activity bonds are fully taxable. PABs, however, 
warrant careful analysis because the interest may be taxable for AMT 
purposes.
Comparison of Taxable and Tax-Free Rates of Return
Federal Tax 
Bracket
After-Tax Return 
of Municipal Bond 
Paying 6%
After-Tax Return 
of Corporate Bond 
Paying 6%
Break-Even 
Equivalent Taxable 
Yield
15.0 6.00 5.10 7.06
28.0 6.00 4.32 8.33
31.0 6.00 4.14 8.70
36.0 6.00 3.84 9.38
39.6 6.00 3.62 9.83
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Although this chart is useful only if you are considering a bond that is 
paying an after-tax return of 6 percent, it is important to know how to 
calculate the taxable equivalents of tax-free bonds for interest rates and 
tax brackets not illustrated in the table. For purposes of illustrating this, 
assume an investor in the 35 percent federal and state tax bracket are 
looking at a tax-exempt bond yielding 5 percent. It turns out the investor 
would need 7.69 percent taxable yield to equal the return from the tax- 
free bond. Take the maximum combined tax bracket expressed as a 
decimal (.35) and subtract it from 1.00 (.65). Now divide the tax-free bond 
yield, using decimals (.05), by .65; the result is the taxable yield needed to 
net the same return from a tax-free bond—.0769, or 7.69 percent.
There are many kinds of tax-free bonds, depending on the purpose of 
the bond and the security behind it. Some bonds are backed by the full 
faith and credit of the state or municipality issuing the bond; others are to 
be paid only from specific revenues or taxes; still others are insured 
against default. The rate of return depends on how the bonds are paid, 
who guarantees the payment, the credit rating of the issuing authority 
and the existing federal tax rates used to discount the tax-free bond. 
Certain bonds may have additional guarantees from agencies of the 
federal government to enhance their creditworthiness. The major kinds of 
tax-free bonds in which your clients might invest are summarized as 
follows:
• Short-term tax-exempt notes are money-market instruments that 
generally have maturities from one month to one year. These 
notes are obligations issued in anticipation of tax revenues or 
federal grants, or as interim financing before a bond sale, and are 
backed by the full faith and credit of the state or municipality 
issuing the bonds. Tax-exempt notes sell at yields that depend on 
current money market and municipal market rates. The yield is 
also affected by the credit rating of the issuer and whether the 
securities are tax- or revenue-anticipation notes or bond- 
anticipation notes. The minimum denomination is $5,000, but can 
range to $1,000,000 at the option of the issuer. Principal and 
interest are usually paid at maturity.
Variable rate demand notes and adjustable rate “put” bonds 
are short-term tax-exempt notes that offer investors additional 
benefits, including frequent rate adjustments to current market 
rates, superior credit in the form of credit enhancements, and put 
options with a notice of a week or less. A  put option gives the 
holder the right to sell the bond at a given date. Proceeds from the 
sale of these instruments are used to control season shortfalls and 
may be used to replace permanent financing to benefit from short­
term rates.
• Tax-exempt commercial paper is also a short-term obligation 
issued by a state or municipality. Maturities range from 1 to 60 
days and may be renewed or renegotiated at maturity. Tax-
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exempt commercial paper is typically used for interim financing or 
to provide working capital during seasonal shortfalls in tax and 
revenues. Tax-exempt commercial paper is rated like other 
commercial paper. Prices are competitive with other short-term 
obligations. The usual minimum denomination is $100,000. 
Principal and interest are usually paid at maturity.
• General obligation bonds are secured by the full faith and credit of 
the state or municipality. Investors must rely on the 
creditworthiness of the state or municipality for payment of 
interest and principal. Interest and principal due on the bonds are 
paid from general revenue sources of the state or municipality. 
This may include income tax collections, property tax collections, 
or other revenue sources of the state or municipality. Some 
general obligation bonds limit the source of revenue that the 
investor can look to for payment of interest and principal, 
although they are still backed by the full faith and credit of the 
state or municipality. For example, some general obligation bonds 
are limited to specific tax collections.
• Housing authority bonds are issued to finance construction of low- 
income housing projects. These obligations are backed by the 
Housing Assistance Authority, an agency of the federal 
government. The Housing Assistance Authority provides an 
unconditional guarantee that it will make annual contributions 
toward the payment of principal and interest.
• Industrial development bonds are issued by states or 
municipalities, usually to raise money for facilities that will be 
used or occupied by industrial corporations. Payment of interest 
and principal is secured by the lease payments of corporations 
that occupy or use the facilities financed by the bond issue.
• Revenue bonds are issued to finance the many projects undertaken 
by the states and municipalities to provide services to their 
residents. Many of these bonds are issued by special agencies or 
authorities of the states and municipalities. Some examples of the 
types of projects revenue bonds finance include bridges, tunnels, 
and turnpikes; dormitories and student housing; gas, electrical 
and hydro-electrical facilities; hospitals; and water and sewage 
treatment plants. Generally, these projects generate revenue in 
the form of tolls or other charges for services provided. Interest 
and principal are payable out of the earnings generated from the 
assessed toll or service charge. Investors cannot rely on the full 
faith and credit of the state or municipality.
• Special payment bonds limit the sources of revenue that can be 
used to pay interest and principal. These types of bonds are not 
backed by the full faith and credit of the state or municipality.
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Corporate Bonds
Clients may want to invest in corporate bonds because they pay higher 
interest than Treasuries. They pay a higher rate because they are riskier. 
Business conditions change, causing some corporate bonds’ quality rating 
to drop and others to default. Clients who are in a low tax bracket can 
normally net more after tax from taxable corporate bonds than from tax 
exempts. Corporates may also be appropriate as an investment of tax- 
deferred money in a retirement plan.
Corporate bonds represent an obligation of the issuing corporation to 
pay interest at a certain rate and an agreement to repay principal at a 
certain time in the future. Interest may be fixed or adjustable. Adjustable 
rates usually move up or down based on an index rate that reflects the 
current market rate of interest. Common indexes include the rate paid on 
Treasury securities, the prime rate of interest and the London Interbank 
Offer Rate (LIBOR is the interest charged in London on large Eurodollar 
loans undertaken among banks with the highest credit rating).
Corporate bonds offer many choices of maturity, the type of security 
offered, and repayment terms. Some bonds offer specific property as 
security; for example, mortgage bonds offer a specific lien on the issuing 
company’s real property. Other corporate bonds, such as debentures, offer 
no specific security beyond the full faith and credit of the issuing 
corporation. Holders of debentures have first claim on all unsecured 
assets in the event of a default.
Certain corporations issue more than one type of debenture. 
Generally, the debentures issued first in time have a senior claim on 
assets over subsequently issued debentures, which are considered 
subordinate debentures.
Some bonds pay the principal over a period of time. The issuing 
corporation either retires the bonds over time by purchasing them in the 
marketplace or establishes a sinking fund to redeem the bonds over a 
period of time. A sinking fund enhances the credit of the bond. In times of 
higher interest rates, investors are typically reluctant to purchase bonds 
that are retired over time; investors risk having to reinvest the funds 
received from retired bonds at a time when interest rates are lower, 
decreasing the investor’s overall portfolio yield. Most issuing corporations 
would seize the opportunity to retire higher interest bonds and refinance 
their bond issues at lower rates.
Some corporate bonds are callable, but usually not for a stated period 
of time, typically 5 to 10 years. These bonds pay the agreed rate of return 
for the period of time that they cannot be called. Investors may have to 
accept a lower yield for bonds that cannot be called or refinanced.
Deep Discount Bonds
Deep discount bonds are bonds issued when interest rates were lower 
than current interest rates. They sell in the market for less than their 
face or par value. The rate of return on these bonds comes from both the 
stated interest rate and the discount between the investor’s cost and the
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face or par value. Even if interest rates decrease, investors who hold these 
bonds to maturity will still receive the same rate of return. Therefore, 
deep discount bonds offer the investor a guaranteed built-in gain— 
assuming the bonds are not called and the issuing corporation does not 
default on its obligation. (There is little chance that deep discount bonds 
will be called due to the relatively low interest rates at which these bonds 
were issued.)
Zero Coupon Bonds
Zero coupon bonds are originally offered at a substantial discount from 
face value. These bonds are issued without a stated interest rate and no 
payments of interest are made during the life of the bond. When the bond 
matures, the face or par value is paid. The rate of return is a function of 
the difference between the issue price and the face value of the bond. For 
example, if a corporation wants to issue a 25-year zero coupon bond with 
a face value of $1,000 and a rate of return of 6 percent, it would price the 
bond at $224. This bond would accrue interest at 6 percent and be worth 
$1,000 25 years after issuance.
Once a zero coupon bond is issued, the rate of return is fixed. 
However, the market value of the bond will fluctuate as interest rates 
change. If interest rates increase, the value of the bond will decrease to 
maintain the market rate of return. For example, assume your client is 
interested in one of the 25-year bonds mentioned above that now has 20 
years to maturity. If rates had remained the same, the value of the bond 
would have grown to $300. However, if interest rates had increased to 8 
percent, the value of the bond would be only $203, which is the value of a 
20-year zero coupon bond with a $1,000 face value and a rate of return of 
8 percent.
The annual amount of appreciation of taxable zero coupon bonds 
(calculated based on the bond’s yield to maturity) is taxable to the 
investor as it accrues, even though the issuer has paid no interest. This 
feature makes zero coupon bonds more attractive in situations where the 
investor pays no tax on current income, such as to fund retirement plans.
Convertible Securities
Convertible bonds offer investors the opportunity to exchange their bonds 
for the common stock of the issuing corporation. The investor receives the 
protection of the bond plus the opportunity to participate in any 
appreciation in value of the common stock. The conversion privilege is 
essentially an option to buy the common stock at a price determined when 
the bonds are issued. The option price is the difference between the price 
of the bond and the price of a similar bond without the conversion feature. 
The investor usually pays for the conversion privilege with a reduced rate 
of return or reduced security for the bond.
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Convertible securities fluctuate in price due to variations in three 
factors:
• The price of the related common stock
• The credit standing of the issuing corporation
• Interest rates
Investors should be careful when investing in convertible securities. 
Many convertible securities are offered by corporations whose bonds 
would be rated below investment grade. The conversion privilege is added 
to the security to enhance its marketability. Investors who do not have 
confidence in the value of the common stock (that is, they would not buy 
the common stock at the offered price) should not consider the purchase of 
convertible issues in the same corporation.
Convertible securities are usually callable. The issuing corporation 
may force conversion by calling the security when the market price of the 
stock exceeds the call price of the security. For example, assume a 
convertible bond paying 6 percent interest is convertible into 40 shares of 
common stock at $25 and callable by the issuing corporation at $104. The 
issuing corporation can redeem the bond for $1,040. Whenever the 
market price of the stock of the issuing corporation exceeds $26 per share, 
the corporation may force conversion by calling the bonds for redemption 
($26 times 40 equals $1,040). The bondholders can then choose between 
cash of $1,040 or 40 shares of common stock with a market value of $26 
per share.
Bond Ratings
Bonds represent an obligation of the issuer to pay a rate of return on the 
principal borrowed and to repay the principal at a certain time in the 
future. The probability that the issuer will meet its obligations is one of 
the elements that determines the rate of return the issuer will have to 
offer to get investors to invest. To assist investors in making investment 
decisions, each instrument is rated based on the issuer’s estimated ability 
to meet all the obligations associated with the issuance of the bond. A 
bond’s credit rating matters. The credit rating could be cut, lowering its 
market value, which will become an issue if the client needs to sell before 
maturity.
Standard & Poor’s and Moody’s are the best-known and most 
influential credit rating agencies. There are numerous other rating 
agencies and Web sites; some charge a subscription fee, others provide 
some free information. Although none of these systems is infallible, and 
companies do occasionally default even while they are rated A, on the 
whole, bond raters have done well at identifying winners and losers.
If the client intends to hold the bonds and the issuer does not default, 
the interest payment will stay the same, but if the client wants to sell 
before maturity, he or she can take a beating on the price if the credit
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rating falls. To minimize credit risk, an adviser can check a bond’s safety 
rating and changes in the rating. Both Standard & Poor’s and Moody’s 
have a credit-watch list for companies that might be downgraded or 
upgraded. You can call the rating desk or gather this information online.
Both rating systems rate bond issues from the highest investment 
grade—those most likely to meet all obligations—to the lowest 
speculative grade. In Standard & Poor’s, the ratings decrease from the 
highest investment grade as follows: AAA, AA, and A to BBB, BB, and B, 
and so forth. In Moody’s, the ratings decrease from the highest 
investment grade as follows: Aaa, Aa, and A to Baa, Ba, and B, and so 
forth. A Standard & Poor’s rating of AAA is equivalent to a Moody’s 
rating of Aaa, and a Standard & Poor’s rating of BBB is equivalent to a 
Moody’s rating of Baa. The following table indicates the grading under 
the two systems:
Investment grade 
Speculative Grade 
Highly speculative
Other Sources o f Information on Bonds
Standard & Poor’s
AAA, AA, A, BBB 
BB, B
Ratings below B
Moody’s
Aaa, Aa, A, Baa 
Ba, B
Ratings below B
Finding information on bonds, particularly municipal bonds, can be 
difficult. There is a wealth of information online, and although some sites 
do offer legitimate information, there are many more that provide 
information that is suspect—provided by firms seeking to market their 
own products.
The only major reliable source of bond quotes for municipals is the 
Blue List, a publication made available to brokers, but generally not the 
public. Current yields for corporate bonds are available in the financial 
sections of most newspapers, but yields to maturity have to be calculated. 
The financial sections of most newspapers print the yield to maturity for 
U.S. government bonds, but do not offer the current yield—and may not 
indicate that the published yield is actually the yield to maturity. The list 
of sources below should help the CPA find some or all of the bond 
information necessary to make an informed investment decision 
regarding the type and appropriateness of bonds.
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Coupon and maturity
Corporates
1 , 3,4, 5, 6 ,  7
Municipals
2 , 7
U.S. Bonds
1 , 4, 5, 7 ,  8
Interest payment dates 3 , 6 — —
Market price 1 , 3, 4, 5, 6, 8 2 1 , 4, 5 ,  8
Callable 3, 6 ,  7 7 7 , 8
Rating 3, 6 ,  7 3, 6 ,  7 —
Insured — 2, 3, 6, 7 —
Current yields 1 , 3, 4, 5, 6, 8 — —
Yield to maturity 3 , 6 2 1, 4, 5 , 8
1. Barron’s
2. Blue List of current municipal bond offerings: Standard & Poor’s 
Corporation
3. Bond Guide: Standard & Poor’s Corporation
4. Investor’s Daily
5. Market Data Graphics: Media General Financial Services
6. Moody’s Bond Record
7. Moody’s manuals (municipal and government, bank and financial, 
industrial, OTC industrial, transportation, public utility)
8. Wall Street Journal
Other Issues
Duration
Duration does not affect the client who buys an individual bond and holds 
it to maturity. It is a measure that is used to estimate how powerfully a 
bond will react to a change in interest rates. The shorter the duration, the 
less price change an investor can expect. Short durations can shield a 
client from too much risk. Clients need to look for the point on the 
spectrum where they have increased their yield without adding too much 
extra risk. Some planners say a speculative duration is six years or 
longer.
Laddered Maturity Bond Portfolio
This is a strategy by which the client will buy a mixture of intermediate 
and shorter-term bonds. This important concept, which is also called 
income ladders, is useful for clients who need to convert retirement assets 
into retirement income. This technique offers steady, safe, dependable 
income from investments during retirement. Some advisers put them 
together based on the amount of income the client will want and stagger a 
portfolio of fixed-income securities, such as bonds that have staggered 
individual maturity dates. In other words, some bonds mature in three
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months, some in six months, some in nine months, some in 3 years, some 
in 5 years, some in 10 years, and so on. The staggered maturity dates will 
generate retirement income because the client will be spending both the 
income and the principal amount of the bonds as they mature.
This is one method advisers often use to help clients convert 
retirement assets to income during retirement. The key is to hold the 
bond until it matures so it can be created with Treasury bonds, municipal 
bonds, certificates of deposit, money-market accounts, single premium 
immediate annuities, and so on.
Equity Investments
An equity investment represents an ownership interest in the issuing 
corporation. Investors participate in the corporation’s growth through 
appreciation in the stock value and in the corporation’s profits through 
dividend distributions. On average, corporate dividends historically have 
increased at a faster rate than inflation; therefore, stocks have provided 
superior long-term investment returns against inflation.
Common Stock
The majority of publicly traded stock is common stock, which affords the 
owner a voting interest in the corporation. Common stock enjoys 
appreciation in value through capital gains and income from the 
distribution of dividends.
Common stock can be further classified as:
• Growth stocks. Growth stocks are generally stocks of corporations 
with increasing profits that reinvest a large percentage of their 
earnings to achieve continued expansion. Growth stocks seldom 
pay dividends, but their value is expected to increase more than 
the market average. Technology companies are examples of 
growth stocks.
• Income stocks. Income stocks are stocks of corporations that 
distribute a larger percentage of their profits to investors as 
dividends. Generally, the value of the stock does not grow more 
than the market. Utility stocks have historically been examples of 
income stocks, although some utility stocks have behaved in 
recent years in a very volatile fashion.
There is an inverse relationship between the amount of dividends 
paid and the amount of growth in stock value. A company’s dividend 
payout ratio expresses the percentage of earnings paid to shareholders as 
cash dividends. For example, a company with $5.00 in earnings that pays 
a $2.50 annual dividend has a 50 percent payout ratio. Profits not 
distributed as dividends are reinvested in the corporation, reducing the
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corporation’s financing costs and contributing to its growth. These 
reinvested earnings grow at the same rate as the corporation. If earnings 
grow faster than expected, corporations that have reinvested earnings 
compound those reinvested earnings at the corporation’s growth rate. If 
earnings grow slower than expected, those reinvested earnings also grow 
slower than expected. For this reason, corporations that distribute more 
of their earnings rather than reinvest them into the business tend to be 
less volatile and have relatively low downside risk. Alternatively, 
corporations that reinvest more of their earnings offer a greater potential 
for growth in the value of their stock and tend to be more volatile. 
Corporations that distribute a higher portion of their earnings as 
dividends tend to be more mature and in slower-growing industries.
This investment offers the possibility of earning higher returns and 
carries with it a greater risk. The volatile nature of common stocks makes 
these securities relatively risky to own, especially if the investor may need 
to sell the stock in the short term. Common stocks are better suited to 
investors with long-term investment horizons and those interested in 
returns from appreciation in value as opposed to capital preservation or 
current income. Investors should have the financial ability and 
constitution to ride out short-term downturns in the values of their 
stocks.
Preferred Stock
Preferred stock is an equity interest that provides the investor with some 
advantage, or preference, over common stockholders. Preferred stock is 
typically nonvoting stock; however, preferred stockholders take 
precedence over common stockholders in liquidation, but their claims are 
subordinate to those of general creditors and bondholders.
Preferred stock pays dividends at a specific rate, and the corporation 
is usually required to pay dividends on preferred stock before paying 
common stock dividends. Unlike most fixed-income investments, 
preferred stock dividends are not guaranteed; the issuing corporation may 
choose not to issue dividends in any given year. If the stock is cumulative 
preferred stock, arrearages (stated dividends not paid) accrue and must 
be paid before common stock dividends can be paid. Holders of 
noncumulative preferred stock receive dividends only if they are declared 
and paid. Dividends on preferred shares usually approximate market 
yields on corporate bonds.
Preferred shares are an expensive way to raise capital because the 
issuer cannot deduct dividends. Accordingly, corporations prefer to issue 
preferred shares that are callable, usually at a premium. The corporation 
can then redeem preferred shares if interest rates decrease. This is a 
disadvantage to investors because the corporation will call the stock only 
if its dividend rate is higher than current interest rates; if the stock is 
called, the investor may have to reinvest the funds in a security yielding a 
lower return.
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Some preferred stocks have conversion privileges, others have 
exchange privileges. Exchange privileges allow issuers, at their option, to 
exchange the preferred stock for other equity of the company. The 
introduction of these types of preferred shares allows investors 
tremendous flexibility in the investment terms they require.
Adjustable-Rate (or Money-Market) Preferred Stock
Some preferred stocks are issued with variable dividend rates that are 
reset periodically to market rates. These securities behave much like 
short-term money-market funds. Dividend rates are usually set based on 
indexes linked to Treasury securities. Yields are usually reset at auctions. 
After the initial auction, holders of preferred stock have the option to hold 
the security, hold only if the security meets or exceeds their bid, or sell the 
preferred stock. The market price of the underlying preferred stock does 
not vary much from par value. Due to the market sensitivity of 
adjustable-rate preferred stock, investors can invest in a short-term 
equity security with little or no risk of capital.
Stock Valuation
Generally, investment assets, whether stocks, bonds, real estate, or gold, 
are valued in a similar manner. The same fundamental approaches apply, 
but many of the determinations of value are subjective and hence not 
subject to specific formulas.
The challenge in stock valuation is estimating the most probable rate 
of return from the stock over a period of time. The total return is a 
combination of anticipated dividends and gain when the stock is sold. For 
example, if a stock is selling at $50 with an expected dividend of $1 
during the year and an expected market price of $53 at the end of the 
year, the total return is $4 divided by $50, which is a rate of return of 8 
percent. Given the complexities involved, it is unlikely that even the best 
analyst can estimate the total rate of return for the year at a given 
percentage and be correct. Therefore, it is better to estimate the expected 
return within a range of possibilities and assign a relative risk to 
attaining each one. However, risk and return are judgments based on 
several factors. Those include past earnings, the probability that expected 
dividends will be paid, an analysis of a company’s financial strength, and 
an estimate of the perception of the company in the market. The 
investor’s task is to find the highest rate of return relative to the risk 
assumed.
Market Perception
The stock market is an efficient mechanism that discounts information 
immediately and reflects this information in the price of the stock. The 
stock market provides an efficient and continuous flow of information to 
the public relevant to the price of stocks. This information is evaluated by 
sophisticated investors. Therefore, at any moment in time, the price of a
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stock reflects the evaluation of all available information by sophisticated 
investors. This price will not change until new information is evaluated.
Although the stock market is generally efficient, it should be noted 
that the flow of information is not perfect. Information is often incomplete 
or may be delayed. Unconfirmed rumors persist, while certain “inside” 
information cannot be made public. The stock market is a more efficient 
mechanism for large corporations than small. Due to the larger 
capitalization and amount of shareholders in larger companies, these 
companies are followed more closely. Also, impediments to executing a 
transaction may exist for some smaller companies, whereas there are no 
transaction impediments for companies actively traded on one of the 
exchanges.
A corporation is an ongoing entity that tends to continue transacting 
business whether or not the price of its shares is doing well in the market. 
Decisions of corporate executives play an important part in determining 
the direction a company will take and whether the expectations of the 
financial analysts are realized.
Dividends
The certainty that dividend payments will be made is an important 
ingredient in valuing common stocks. Any expectation that dividend 
payments will be reduced will be discounted by the stock market and 
decrease the value of the corporation and the price of its shares. Any 
expected increase in dividend payments will result in a higher price 
demanded for the stock.
An increase in the corporation’s outstanding shares may increase the 
value of the corporation. When a corporation issues new shares to raise 
additional funds, the value of each share should remain relatively the 
same. When additional shares are issued, the corporation receives 
additional assets to reinvest in the business. These assets should have 
additional earning power and may result in an increase in value of the 
corporation (and, correspondingly, the price of the stock) due to the 
synergistic effect of compounded internal growth.
Earnings that are reinvested in the corporation produce higher future 
earnings in years to come. This assumes that reinvested earnings will be 
used to acquire profitable assets. Like compound interest, these earnings 
will grow at the rate of the corporation’s profits. For example, assume the 
corporation earns 10 percent on each dollar of equity invested in 2001 and 
2002. In 2001, a 10 percent return translates to $1 per share. In 2001, the 
corporation does not pay a dividend. In 2002, the additional dollar of 
reinvested earnings will grow at 10 percent and the corporation will have 
earned $1.10, or 11 percent. Therefore, the decision to reinvest earnings 
should result in higher earnings in the future and a greater amount of 
future dividends.
Stocks are purchased based on current dividends and the forecasted 
growth in earnings as interpreted by the market. Because dividends are 
an important element in determining a stock’s value, investors’
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expectations regarding whether a firm’s dividends will increase, remain 
constant, or decrease will have a significant impact on the selling price of 
the stock. Firms paying dividends that are expected to rise will sell at a 
price that is high compared to the relative current levels of dividends and 
earnings. Alternatively, companies paying dividends that are expected to 
fall will sell at a price that is relatively low compared to the level of 
current dividends and current earnings. Remember, if information is 
public, the stock market has already discounted the information in the 
price of the stock. Therefore, only changes in expectations will cause 
fluctuations.
Estimating Future Earnings
Many of the same comments can be made for the firm’s forecasted 
earnings or dividend growth rate. For example, assume a stock sells at a 
price that assumes earnings and dividends will grow at the rate of 20 
percent. Assume further that the company announces that business 
circumstances are such that earnings for the quarter are down. This 
forces analysts to revise their estimates downward. If revised earnings 
estimates result in a forecasted earnings reduction of 15 percent, this 
could cause the price of the stock to decline as much as 25 percent (5 
percent forecasted earnings decrease/20 percent original earnings 
estimate = 25 percent reduction in stock price).
Given the risk of an error in forecasting earnings and the possible 
effect on an investor’s rate of return, it is necessary to assemble as much 
financial information as possible. Annual reports and 10-Ks usually 
provide much of the financial data of a company. Particularly important 
are management discussions regarding major changes in business 
conditions and changes in the company’s business policies. These 
discussions will help investors understand the principal kinds of 
developments that affect the company’s ability to meet earnings forecasts.
Forecasting a company’s future earnings, or the anticipated rate of 
growth of earnings, is a full-time process. Most stock analysts concentrate 
in a particular industry or industry sector. What follows is a background 
discussion on the information used by investment professionals in 
developing earnings forecasts.
Any analysis of a company’s financial statements must begin with 
sales. Sales provide the necessary cash to meet the company’s obligations 
and provide earnings for the shareholders. Changes in a company’s sales 
have a strong influence on the earnings left for common stock 
shareholders. An analysis of sales requires an understanding of the kinds 
of products and the conditions affecting the company’s markets for the 
products it sells. Also required is an understanding of the demographics 
and specific marketplace the company’s goods or services are sold in. An 
understanding of the changes in the demographics of the company’s 
markets is important because it affects the demand for the company’s 
products. If the company markets outside the United States, investors 
will have to consider conditions affecting demand for goods from country
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to country, and the effect of government subsidies, tariffs, quotas, and 
exchange rates.
Financial statements reflect the company’s earning history. Current 
changes in company policy may not appear in the financial statements 
but will affect future periods. For example, restructuring of the company’s 
product line and the introduction of new products will affect future sales 
periods and may not yet appear in the financial statements.
The company’s introduction of new products and how well these 
products will be received in the marketplace is another critical factor in 
determining sales growth. New or improved products can be one of the 
most important reasons for a company’s stock price to sell at greater 
multiples than the industry average. Consumers are always demanding 
products that are health conscious and environmentally safe. 
Enhancements that make a product increasingly healthy for consumers 
or safe for the environment can be more important than new product 
innovations. Brand loyalty, or the lack thereof, may also be worth 
considering. Given the recent price wars between many of the larger 
consumer goods manufacturers and generic manufacturers, brand loyalty 
may be a valuable element in the ability of a product line to maintain 
market share.
Diversification of product lines is another important element. 
Companies having only a few products could have drastic swings in 
earnings due to a decline in sales of one product. Alternatively, there are 
companies that have made tremendous profits from only a few product 
lines. Companies that have diversified product lines may have less 
profitable lines that offset the earnings from the more profitable ones.
Other important items affecting sales include: the type of competition 
the company experiences, the stability of sales throughout business 
cycles, and the effectiveness of the company’s advertising and sales 
promotions.
Investors should be wary of the possible effects of increased 
government regulations or deregulation on sales. Government regulations 
in some form or other affect almost all publicly traded companies. Some 
regulated businesses may benefit from government regulations that limit 
competition and support rate and price increases. Other companies will 
be substantially restricted by government regulations. Understanding the 
effect of regulations on a company’s earnings and predicting changes in 
regulations or the possibility of deregulation can give the investor an 
advantage in determining the future growth of a company’s earnings.
Company management controls the day-to-day decisions and the 
direction of the company. Company management may be the most 
important influence on sales. Many securities analysts visit the 
management of the company. Their purpose is to talk to the executives 
about future plans of the company, to get a feeling for the personalities 
and estimate the abilities of the management. Changes in management 
personnel (such as corporate retirements) will also have a considerable 
effect upon the future success of the company.
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Changes in estimated sales should be taken into account when 
interpreting operating profit. Operating profit divided by sales yields the 
operating profit ratio. Changes in the operating profit ratio are useful in 
estimating earnings per share. An increase in unit sales volume tends to 
improve operating profit because some operating expenses are fixed. 
Many of the same considerations that investors need to consider when 
estimating changes in the sales of a company apply to changes in 
operating profit.
Changes in the diversification of the product line will influence 
operating profit because different products have different operating 
profits. New products tend to reduce operating profit in the short term as 
the company spends more on advertising and sales promotions. 
Government regulation may affect prices or increase costs. The ability of 
management to control operating costs is important to increasing 
operating profit. Here again, discussions with management can help 
investors understand the direction in which the company is moving. 
Conversations with the company’s competitors can also enlighten 
investors about the future growth of the company.
This type of information is vital for a CPA investment adviser who is 
functioning as the client’s money manager, a role that you may play. 
When you are doing this you will also need to know how to function as a 
stock analyst to boot. Even though many CPA readers should not and will 
not get into this function, this is the type of role that is necessary if you 
are serving as the client’s money manager. Considering the difficulty in 
assessing the effectiveness of a company’s business policies, a premium 
should be put on management discussions by either direct conversations 
with management personnel or analysis of information contained in the 
management discussion section of the annual report or 10-K. A review of 
management’s assessment can provide a very valuable indication of the 
company’s future earnings growth.
Strength o f  the Balance Sheet
A company may have an excellent record of growth of earnings and not 
sell in the market at a high earnings multiple. One reason may be that 
investors are concerned with the company’s balance sheet. A weak 
balance sheet is usually an indication that the company is either 
undercapitalized or cash poor. A strong balance sheet is usually indicated 
by positive financial ratios, which compare assets, liabilities, and equity.
Current assets and liabilities seem to get the most attention. More 
specifically a comparison each year of the growth of working capital 
(current assets minus current liabilities) to sales growth will indicate 
whether the company is properly financing sales growth. The current 
ratio that compares current assets to current liabilities (current 
assets:current liabilities) is often used as a measure of the company’s 
ability to meet current obligations. Decreases in the current ratio should 
be analyzed by considering the items that have caused the decrease, for
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example, accounts receivable aging, inventory turnover, and accounts 
payable terms and other current liabilities.
Capitalization is a measure of the level of debt the company has. Too 
much debt can be a sign of trouble. A  certain amount of debt is an 
efficient way to leverage the company and increase earnings. A  company 
can increase equity by borrowing funds and investing them in the 
company. Equity is increased if the company earns an amount on the 
invested funds greater than the cost of borrowing. The level of a 
company’s debt is consistent with its ability to earn additional income on 
the invested funds.
With a strong balance sheet, a company can establish its products in 
the market, finance expansion of a plant, fund new products and 
technologies, and take care of any business contingencies that may arise.
Cash Flows
In addition to analyzing the balance sheet, specific attention should be 
given to the statement of sources and uses of cash. It is possible for a 
company that is very profitable to have difficulty meeting its current 
obligations. A  company’s funds could be invested in long-term assets that 
cannot be liquidated in time to enable it to meet its current obligations. 
Increased sales may use up short-term funds and create worsening 
liquidity. A  profitable company may not have the necessary funds to 
expand or upgrade its business to handle additional sales volume.
If additional sales require additional capital investment, the cost of 
additional capital must be considered. If additional capital is financed 
with equity, the costs of dilution must be considered. If the additional 
capital is financed with debt, interest costs must be reviewed.
It is important to separate issues of profitability from financing the 
company. W. T. Grant, before its bankruptcy, was able to report a steady 
net income and working capital from operations. (See J. A. Largay and C. 
P. Stickney, “Cash Flows, Ratio Analysis and the W. T. Grant Company 
Bankruptcy,” the Financial Analysts Journal, July-August 1980.)
Stock Analysis
Analyzing common stocks is a full-time effort, requiring a thorough and 
continuous application. Innumerable influences are constantly affecting 
values. Not only must investors evaluate relative share values, but they 
must also consider other risks, such as interest rate, inflation rate, and 
market risks. Investors must identify the principal influences on share 
values by considering the company’s financial risks, estimated returns, 
and reaction to changes in the economy. The intent of this section is to 
provide a background on the factors that must be considered when 
analyzing common stocks. It only scratches the surface of some tools used 
to make these very difficult judgments.
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Hard Assets
Residential Real Estate
The goal behind these investments is significant appreciation in an 
inflationary economy. These investments may include precious metals, 
raw land, rental real estate, commodities, art, antiques, and similar 
tangible assets. They usually require large investments and typically are 
illiquid. Hard assets should be used to hedge inflation and are usually 
appropriate for only a small percentage of the total portfolio. Some 
advisers say that hard assets should not be counted as part of the client’s 
portfolio, others reduce the percentage allocated to REITs (discussed 
below) when the client has large holdings of other hard assets, such as 
rental or commercial real estate.
Commercial Real Estate
Real estate investments include ownership interests in land, residential 
property, commercial property, or industrial property. Direct investments 
in real estate can involve high transaction costs, long-term financial 
commitments, management time or expense, long periods of negative 
cash flows, and lack of liquidity. The potential benefits can outweigh 
these considerations and include:
• An opportunity to use leverage
• Tax benefits (subject to the at-risk and the passive loss rules)
• Long-term appreciation as a hedge against high inflation
• Cash flow
Real estate investments may take the form of direct investments or 
indirect investments through general partnerships, joint ventures, 
limited partnerships, publicly traded master limited partnerships, real 
estate investment trusts (REITs), or corporations (both C and S).
For most of your clients, a personal residence represents their single 
largest investment. Yet, from a planning viewpoint, the residence is 
usually considered personal property rather than investment property. 
Any appreciation in the value of the property is usually rolled from one 
residence to another and not available for investing. Often we find a 
retiree downsizing his or her home and moving to a more affordable part 
of the country, an apartment, a condominium, or a senior-citizen home 
and investing the “leftover” real estate profits for income. In addition, we 
find some clients who want to stay put are considering a reverse- 
mortgage program, also known as home-equity conversions. These 
programs allow the client to tap into the value of the home. A reverse 
mortgage is a loan that becomes due when the client leaves the house, so
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if the client thinks he or she may sell the property and move into 
something smaller, he or she is often better off not doing the reverse 
mortgage at all rather than doing it only for a few years.
Oil and Gas
Oil and gas ventures have the potential for high returns, with varying 
amounts of risk. The riskiest ventures involve exploratory drilling in new 
areas. Developmental drilling near a proven field is less risky. An 
investment in existing, producing wells involves the least risk.
Oil and gas investments offer a number of tax benefits. There are 
specific tax benefits in the form of deductions for intangible drilling costs 
and depletion; however, the benefits of these deductions can be reduced if 
they create alternative minimum tax preference items. In addition, 
working interests in oil and gas, regardless of whether the investor 
materially participates in the venture, are not subject to the passive loss 
rules, provided the liability of the investor is not limited. Consequently, 
tax deferral resulting from high up-front deductions is still possible in oil 
and gas for those clients willing and able to accept the risks of working 
interests.
An oil and gas working interest is an interest that bears responsibility 
for the cost of developing and operating the project and shares in tort 
liability. Under existing federal income tax law, limited liability interests, 
such as limited partnership interests and S corporation shares, are not 
considered working interests, nor are rights to overriding royalties, 
production payments, or contract rights to share in profits but not 
production costs.
The following items should be considered in evaluating oil and gas 
investments: commissions, broker-dealer fees, syndication fees, 
management fees, the sponsor’s previous experience and success in the 
geographic area, the sponsor’s financial commitment to the project, and 
additional amounts investors may be required to invest.
Precious Metals
Precious metals, such as gold, silver, or platinum, are sometimes held as 
investments to diversify a portfolio or as a hedge against inflation. These 
investments are speculative because metal prices are highly volatile and 
react to inflation, worldwide political uncertainty, or international 
currency fluctuations. In addition, the investment does not provide 
annual cash flows.
Precious metals can be bought from dealers as bullion or coins. 
Alternatively, investors can hold shares in mutual funds specializing in 
gold mine securities.
A  client who is into hard assets can hold in an IRA account American 
Eagle gold and silver coins, coins issued by a state, or bullion bars, but not 
art or other collectables.
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Coins
Two types of coins are held for investment purposes, and they are strictly 
for specialists. Numismatic (or rare) coins (such as the U.S. $20 gold 
piece) derive their value from qualities, such as condition and number 
minted; metal content is only one of many elements contributing to the 
value of a numismatic coin. Bullion-type coins (such as a Canadian Maple 
Leaf, the Mexican peso, and the Austrian corona) derive their value solely 
from their metal content (although a striking premium may also be added 
into the market value); these coins represent investments in the world 
gold or silver markets rather than in the coins themselves. Bullion value 
is determined purely by weight; gold coins are worth about $800 an 
ounce, which is a lot of bullion for a coin.
A bullion-type coin, however, may have a numismatic value in excess 
of its bullion value. For example, a “proof’ of a bullion-type coin depends 
not only on its metal content, but also on factors such as the number and 
date minted. Accordingly, a proof of an otherwise bullion-type coin would 
be treated as a numismatic coin.
In either case, coins do not provide current income for investors and 
are appropriate investments only for the potential appreciation in value. 
The distinction between numismatic and bullion-type coins is important 
for federal income tax purposes when your clients sell or trade in these 
coins. For tax purposes, numismatic coins or currencies and coins or 
currencies in circulation that have a numismatic value in excess of face 
value are considered “property other than money” and are valued at fair 
market rather than face value when used in a taxable transaction. Most 
clients collect rare coins as a hobby unless they get really smart about it, 
at which point the rare coin becomes an investment.
Gemstones
A diamond or other precious stone is considered a gem if it possesses the 
qualities of rarity, beauty, desirability, and portability. Gems typically 
retain their value, making them a popular choice for wealth preservation 
and to hedge against inflation. In addition, gems offer worry-free 
management, and investors can wear, display, or otherwise enjoy 
diamonds and other gems without adversely affecting their value.
An investment in gemstones generates no current income. There is a 
ready market for gems, but they are not immediately liquid; selling 
diamonds or other gemstones can be difficult and time consuming. Your 
clients should consider this investment only if they are knowledgeable 
about gemstones and their value and are prepared to commit a 
substantial sum for an extended period of time.
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Collectibles
A wide range of tangible, consumer-oriented objects fall into the category 
of collectibles. The list is endless and includes items such as antiques, 
paintings, decorative objects, tapestries, sculptures, books, stamps, rare 
coins, folk art, toys, vintage automobiles, wine, baseball cards, comic 
books, and movie memorabilia. To be of investment grade, the collectible 
should be of superior quality, rare, readily marketable, and popular or 
historically significant.
Collectibles typically require a substantial initial investment and 
involve high transaction costs for items, such as commissions, dealer fees, 
appraisals, and mark-ups. Collectibles do not generate current income, 
and their value can fluctuate radically with shifts in popularity and taste. 
Most collectibles do not appreciate significantly over time.
Investment-grade collectibles are sometimes held to diversify a 
portfolio and provide a hedge against inflation. They are generally 
suitable only for long-term investments by collectors with the expertise to 
select authentic objects and the time or resources to devote to the 
preservation of the collection. Investors with a significant investment in a 
particular collectible typically do so for a personal rather than financial 
reason.
After the stock market crash of 1987, alternative investments, 
including automobiles, became very much in vogue. But after the Persian 
Gulf War, the air whooshed out of the tires. In every part of the 
collectible-car market, condition is king. Increasingly in demand are 
vehicles with original parts, rather than those restored with components 
fabricated by modern specialty shops. The collector should buy what he or 
she likes and wants to five with so he or she has the satisfaction even if 
the vehicle does not rise in value.
Toys
Toys are among the collectibles enjoying the greatest percentage 
increases in price. There is a major drawback, however: a flood of fakes. If 
you don’t know what you are buying, you must know the seller and his or 
her reputation. Rarity is important, but there is now a strong premium 
for mint condition.
Sports Collectibles
There is, perhaps, no category of collecting that involves more bad 
investments than does sports memorabilia. Poor reproductions produced 
by the thousands, fakes, forgeries, and failed athletic careers have led to 
countless instances in which fans, thinking they have something of value, 
threw away money.
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Whereas sports memorabilia is among the newest collecting 
categories, stamps and coins are among the oldest. Stamp collectors are 
reluctant to buy without first examining potential purchases. With good 
reason—the slightest imperfection can reduce value tremendously. Still, 
stamps are probably the world’s most popular collectibles, even in the era 
of e-mail.
Mutual Funds
We have already discussed mutual funds in general. What follows here is 
additional, more detailed information. We believe that this information is 
crucial for the CPA financial adviser to understand—and be able to 
explain—mutual funds.
A mutual fund offers investors an interest in a portfolio of 
professionally managed assets. It is fundamentally a pool of money from 
unrelated investors that is invested in various securities. An investor 
owns an undivided interest in the pool evidenced by the number of shares 
owned. The mix of underlying assets changes as fund managers buy and 
sell positions.
Mutual funds offer access to virtually every type of security and 
investment style available. Mutual funds also offer diversification, access 
to professional management, and liquidity. The task for the investor is to 
select the appropriate funds that will meet the investor’s objectives.
Mutual funds are usually established with a particular investment 
objective or to invest in a particular industry. The fund’s prospectus will 
usually define the fund’s objectives and any guidelines or limitations 
regarding the type of investments the fund is entitled to make. 
Investments that meet the established criteria are selected to accomplish 
the fund’s objectives.
Mutual Funds Grouped by Objectives
Following are three types of fund, discussed according to their objectives.
1. Equity-fund objectives
a. Aggressive growth— Seeks rapid growth of capital and uses 
investment techniques involving greater-than-average risk, 
such as short selling, leveraging, and frequent trading.
b. Equity-income—Seeks current income by investing at least 50 
percent of its assets in equity securities with above-average 
yields.
c. Growth— Seeks capital appreciation by investing primarily in 
equity securities of companies with earnings that are expected 
to grow at an above-average rate. Current income, if 
considered at all, is a secondary objective.
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d. Growth and income—Seeks growth of capital and current 
income as near-equal objectives, primarily through equity 
securities.
e. International stock—Seeks capital appreciation by investing 
heavily in foreign equity securities; U.S. stocks may or may 
not be held.
f. Option enhanced—Seeks to enhance either income or total 
return by investing in options.
g. Specialty financial—Seeks capital appreciation by investing 
primarily in equity securities of financial service companies, 
including banks, brokerage firms, and insurance companies.
h. Specialty health— Seeks capital appreciation by investing 
primarily in equity securities of health care companies, 
including drug manufacturers, hospitals, and biotechnology 
firms.
i. Specialty natural resources—Seeks capital appreciation by 
investing primarily in equity securities of companies involved 
in the exploration, distribution, or processing of natural 
resources.
j. Specialty precious metals—Seeks capital appreciation by 
investing primarily in equity securities of companies engaged 
in the mining, distribution, or processing of precious metals.
k. Specialty technology—Seeks capital appreciation by investing 
primarily in equity securities of companies engaged in the 
development, distribution, or servicing of technology-related 
equipment or processes.
l. Specialty utility—Seeks capital appreciation by investing 
primarily in equity securities of public utilities.
m. Specialty (unaligned)—Seeks capital appreciation by
concentrating its investments in a single economic sector other 
than those described above.
n. Small company— Seeks capital appreciation by investing 
primarily in stocks of small companies, as determined either 
by market capitalization or assets.
2. Fixed-income fund objectives
a. Corporate bond general—Seeks income by investing in fixed- 
income securities, primarily corporate bonds of various quality 
ratings.
b. Corporate bond high quality—Seeks income by investing in 
fixed-income securities, 80 percent of which are rated A or 
higher.
c. Government bond general—Seeks income by investing in a 
blend of mortgaged-backed securities, Treasuries, and 
government agencies.
196 Managing Client Goals and Expectations in an Uncertain Market
d. Government bond mortgage-backed—Seeks income by
investing at least 80 percent of its assets in securities backed 
by mortgages, such as GNMAs.
e. Government bond Treasury—Seeks income by generally 
investing at least 80 percent of its assets in U.S. Treasury 
securities.
f. International bond fund—seeks current income with capital 
appreciation as a secondary objective. Invests primarily in 
non-U.S. currency denominated bonds, which are frequently 
offerings of foreign governments.
3. Hybrid-fund objectives
a. Asset allocation—Seeks total return by placing top priority on 
the decision regarding which types of securities will be held, 
often based on an analysis of business-cycle trends. 
Frequently, separate managers will handle each class of 
security (for example, stocks, bonds, real estate, gold, and 
cash), and an allocator will oversee the process, determining 
what percentage of assets each type of security will get.
b. Balanced—Seeks total return by investing in a relatively fixed 
combination of stocks and bonds. In general, these funds will 
hold a minimum of 25 percent stocks and 25 percent bonds at 
any time.
c. Income—Invests in both equity and debt securities primarily 
for the purpose of realizing current income. These funds 
generally will not invest more than 50 percent of their assets 
in equities.
d. Convertible bond—invests primarily in bonds and preferred 
stocks that can be converted into common stocks.
e. Corporate bond high yield—Seeks income by generally 
investing 80 percent or more of its assets in bonds rated below 
BBB. Although bond funds, these high-yield funds function 
like neither taxable-bond funds nor equity funds. Thus we 
have placed them in the hybrid category.
f. Municipal bond general—Seeks income by investing in tax- 
free bonds of various credit qualities.
g. Municipal bond insured—Seeks income by investing almost 
exclusively in insured tax-free bonds.
h. Municipal bond high yield—Seeks income by investing 
primarily in lower-quality tax-free bonds.
Reading a fund’s prospectus can tell you all about the fund’s objective, 
and the prospectus is full of other crucial information about the fund, 
such as its fees, management, policies, and other key information, such as 
financial highlights, turnover, and the fund’s total return, to help in the 
selection process.
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Open-Ended Versus Closed-Ended Funds
All mutual funds offer their shares to the investing public and, subject to 
possible withdrawal penalties, allow investors to redeem their shares. 
Investors redeem shares by selling their shares back to the mutual fund. 
Mutual funds are considered “open-ended” in that they continue to offer 
investors the opportunity to invest. The number of outstanding shares 
fluctuates as investors increase or decrease their investments in the 
mutual fund. The price per share of an open-ended mutual fund is always 
equal to its net asset value.
Mutual funds guarantee marketability. By statute, mutual funds are 
required to redeem, at current value, investor shares within seven days of 
a written request.
The total value of the mutual fund increases either when money is 
invested in the fund or when the value of the securities held by the fund 
increases. The value of the fund decreases when shares are redeemed or 
when the value of the securities held by the fund increases. The value of 
the investor’s account fluctuates proportionately with the value of the 
fund.
An investment fund that does not continue to maintain an open 
market for its shares is considered a “closed-end” investment company. A 
closed-end fund is not a “traditional” mutual fund because it does not 
continue to offer investors the opportunity to invest. Instead, closed-end 
shares trade as investment companies, usually on one of the stock 
exchanges.
Closed-end mutual funds set a finite limit on the number of shares 
they offer to investors. Once that number has been reached, investors 
must buy and sell shares on the stock market through a broker. The price 
per share of a closed-end fund will not necessarily equal its net asset 
value. The price of the shares is often dictated by the market—meaning 
the price is based on supply and demand in addition to the current net 
asset value, enabling them to be sold at premium or discount to (that is, 
higher or lower than) their net asset value (NAV). Because managers of 
closed-end mutual funds are generally considered less responsive to 
market opportunities than mutual funds, closed-end funds often trade at 
a substantial discount from their NAV.
Many investors wait to invest in closed-end funds in the secondary 
market (after the initial public offering, or IPO) because the IPO shares 
bear the expense of the fund’s underwriting fees. Also, shares may trade 
lower once they are traded on the secondary market.
Investors of closed-end funds with a large discount will get an 
increased return when the share price increases, eliminating the discount 
or reducing it. For example, your client purchases PJB closed-end fund for 
$8.00 per share when the NAV is $10.00 per share (a 20 percent 
discount). If the share price and the NAV both increase to $12.00, the 
client has realized a 20 percent gain on the NAV and a 50 percent gain on 
the initial investment.
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Net Asset Value
Distributions
Fees and Expenses
Load and No-Load
NAV is the value of a mutual fund’s underlying investments and is 
calculated at the end of each trading day. It represents the current share 
price of a mutual fund.
Even though you will not normally have to actually calculate NAV, 
knowing how it is calculated is useful—for your own reference and to 
explain to clients. NAV is calculated daily based on market prices of the 
fund’s underlying investment securities at the end of the trading day. It is 
determined by subtracting the total fund liabilities (including accrued 
expenses) from the total fund assets divided by the number of shares.
For example, assume a fund with 100,000 shares outstanding has 
total assets consisting of underlying securities valued at $2,300,000 and 
liabilities (including accrued expenses) of $300,000 at the end of the 
trading day. The NAV is $20.00 per share ($2.3 million less $300,000 
divided by 100,000 shares outstanding).
As mutual funds sell their underlying securities, they recognize gains and 
losses. Net capital gains must be distributed to fund shareholders 
(investors). Also, any dividends realized on the underlying securities must 
be distributed to the fund shareholders. Most funds allow investors to 
reinvest the capital gain and dividend distributions.
A  distribution, whether reinvested or not, reduces the NAV of the 
fund by the amount of the distribution and has tax consequences for the 
investor. Even though the NAV is reduced, the investors are not losing 
money because they either receive cash or additional shares as a result of 
the distribution.
Here’s where your tax expertise sets you apart from other advisers: 
Before buying a fund, check its distribution date. An investor who buys a 
fund before its distribution date (usually in December) is buying an extra 
tax. Say for example, a client buys a fund just before the distribution; he 
or she gets that year’s tax hit without profiting from the fund’s gains. The 
best time to buy is right after the annual distribution date.
Most investors fail to pay much attention to the expenses of investing in 
mutual funds, especially in bull markets. The client needs to look at the 
costs, because even though fees might be small as a percentage of the 
total investment, when measured against investment return, they take 
an enormous bite. So, to maximize the client’s return, you will generally 
seek out funds with lower fees and expenses.
There are basically two categories of fees that mutual funds charge. Some 
involve loads (or sales commissions) and others are annual operating 
expenses. Many no-load funds carry transaction fees or penalties for those
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who sell them quickly. There could also be a redemption fee based on the 
net asset value when the shares are redeemed for funds sold through an 
unaffiliated broker-dealer.
Various ongoing expenses common to all mutual funds are 
management fees and operating fees for trading and administration of the 
fund. Some funds charge a 12b-1 fee, which is used to cover distribution 
expenses. These fees typically range from .25 percent to 1 percent per 
year. Funds that charge a 12b-1 fee of more than .25 percent are not 
allowed to refer to themselves as no-load funds. Load funds may have an 
up-front sales charge, which usually ranges from 2 percent to a maximum 
of 8.5 percent (the maximum allowed under Securities and Exchange 
Commission (SEC) rules).
When buying a mutual fund with a front-end load, investors pay the 
public offering price, which is the NAV plus a sales charge. The front-end 
load reduces the investor’s deposit into the fund’s portfolio by the amount 
of the load. There are sales charges that are deferred or back-end sales 
loads, sales to reinvest dividends, fees to redeem shares, and fees to 
exchange shares. The SEC requires mutual funds to identify all fees and 
expenses in a table in the front of the fund’s prospectus. The first part of 
the table shows the fund’s charges for any sales commissions (also 
referred to as loads). The second part of the table shows the annual 
operating expenses paid by the fund as a percentage of the fund’s assets.
Expense Ratio
Breakpoints
The expense ratio is the percentage of a fund’s assets that are used to pay 
its operating costs, which include investment advisory fees, shareholder 
services, salaries, legal and accounting services, postage, printing, 
telephone service, and other costs necessary to keep the fund running. 
The expense ratio is determined by dividing total expenses by the average 
net assets in the portfolio. A  fund with $100 million in average net assets 
and total expenses of $1 million will have an expense ratio of 1 percent 
($1 million divided by $100 million equals 1 percent). Expense ratios 
typically range between .20 percent and 2.0 percent of a fund’s average 
net assets and must be disclosed in the fund’s prospectus.
Most mutual funds have sales breakpoints on front-end loads, which are 
the dollar levels at which the sales charge is reduced. The fund’s sales 
breakpoints are clearly stated in the prospectus. Commission planners 
selling mutual fund shares short of a fund’s breakpoint, which is the 
discount given for volume sales for A  shares, are asked to explain why 
because the National Association of Securities Dealers Regulation 
(NASDR) rule governing sales charge reductions. The rule makes it clear 
that even in cases where a planner is following a “modern portfolio 
investment strategy,” otherwise known as asset allocation, he or she must 
have a justifiable reason for investing client funds short of a breakpoint. 
When a planner misses a breakpoint and sells shares short of the 
breakpoint, he or she must show he or she did not just do it to collect 
bigger commissions. The NASDR says it will consider three factors in 
determining whether missed breakpoints are justifiable:
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• Did the broker keep records that demonstrated the investments 
were made in conjunction with a bona fide asset allocation 
program offered to all similar clients?
• Does the plan meet the client’s needs and investment goals?
• Did the broker disclose to the customer that because of the asset 
allocation plan, he or she may not qualify for commission 
discounts?
Many mutual funds offer discounts up to 60 percent off sales 
commissions for larger investments, so the consumer’s cost for missing 
breakpoints can be severe. Breakpoints typically kick in at preset dollar 
levels, such as $10,000, $25,000, and so on. By investing enough in one 
fund, an investor could reduce his or her sales charge from more than 5 
percent to as low as 2 percent. Of course, investors cannot do it if the 
planner divides their money among several funds, so they do not qualify 
for breakpoints on any of them.
Letter o f  Intent
A letter of intent enables an investor to qualify for the discount made 
available by breakpoints without initially depositing the entire amount 
required. The letter states the investor’s intent to deposit the required 
money over the next 13 months. Investors who fail to make the additional 
investments are charged the amount that would equal the higher sales 
charge applied to the original purchase. The fund will hold shares in 
escrow to cover the additional sales charge.
Classes o f Shares
Many mutual funds offer different classes of shares. The shares are 
labeled with a letter. The most common load funds are A, B, and C 
shares. Mutual funds must fully disclose each class of shares it offers and 
the different sales charges and applicable 12b-1 fees in its prospectus.
There are also other classes, such as for employees of broker dealers 
or other special categories of investors. Some mutual funds are selling an 
adviser class and have a dedicated sales force marketing to investment 
advisers. Mutual fund fees, never easy to decipher, are becoming more 
complex. Several mutual fund companies have offered a class of 
retirement shares, that may be appealing in the short run but lift an 
investor’s long-term expenses. These retirement shares have different 
names, generally promise lower expenses at the outset, and often result 
in higher overall costs for investors by increasing the annual fees paid to 
brokers.
Class A shares have a front-end sales load. Class B shares have a 
deferred sales load. Class C has a level load for shares redeemed within 
one year. It is important to understand that notwithstanding the class of 
shares, an investor is getting the same fund and manager. The major 
difference is the way the mutual fund company is charging the investor to 
own the shares.
Appendix 8-1: Cash and Cash Equivalents 201
Disclosure o f  Breakpoints
The SEC has brought enforcement action alleging fraud against 
independent brokers and an investment advisory firm for failing to 
disclose that some clients could have saved commissions on mutual fund 
shares by purchasing Class A, instead of Class B, shares. The B shares 
offered no breakpoints shares for big-volume purchases. The SEC wanted 
to send a message that disclosure of material mutual fund fees is 
important. It said the repeated recommendations to invest $100,000 or 
more in Class B shares without explaining that customers would be 
entitled to discounts (breakpoints) on sales charges if they bought Class A 
shares was improper.
The SEC also issued an opinion in a lawsuit (Kenneth C. Krull, 
December 10, 1998) over so-called mutual fund “switching,” a practice 
that generates increased sales commissions for brokers who sell funds. 
The decision was striking because the SEC disciplined a broker for 
switching even though his clients did not lose money by following the 
broker’s switching recommendations. Focusing on switching is part of the 
regulator’s scrutiny of fund expenses. Switching tends to have the effect of 
putting the interest of the fund salesperson ahead of those of clients. The 
SEC said flatly that mutual funds with front-end loads are not generally 
suitable for investors who buy and sell frequently.
Two key factors in determining which share class can be more 
advantageous for an investor are initial purchase amount and the length 
of time the investor intends to own the shares. Short-term investors will 
usually be better off buying C shares. Long-term investors are often 
better off buying A shares or B shares that convert into A after a certain 
number of years.
There are plenty of other classes in the marketplace, such as S, Z, Y, 
and I. A  detailed discussion of the myriad classes available is beyond the 
scope of our discussion.
What happens to loads with fee-only advisers? Typically fee-only 
advisers use no-load funds for client portfolios. Advisers who are not 
registered representatives of a broker-dealer cannot by law receive sales 
commissions (loads) on mutual funds that charge sales loads.
When advisers use load-waived funds, this is a valuable service to 
clients because Class A shares usually have lower operating expenses 
than Class B and C shares and the client can purchase the shares at net 
asset value. Had the client not used a fee-only adviser, he or she would 
have had to purchase that fund at NAV plus the amount of the load.
No transaction fee (NTF) funds and load-waived funds. Some 
independent custodians and discount brokers offer fee-only advisers NTF 
funds and load-waived funds, which are opportunities worth considering. 
NTF funds can be purchased without paying the transaction fee because 
the fund companies pay the discount brokers and custodians a small 
percentage of their annual operating fees to over the transaction fee in
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lieu of the charge the adviser would pay to the discount broker. Be aware 
that some NTF funds have higher operating expenses when compared to 
no-load funds, thus lowering the investor’s returns.
Load-waived funds have the front-end load waived. These funds are 
also known as Class A shares and normally have lower 12b-1 fees than 
level-load (Class C) or back-end load (Class B) funds. Load-waived funds 
are worth considering because clients do not pay a front-end load and the 
12b-1 fee may be lower than other comparable funds.
Compare 12b-1 to load: To understand the difference in paying 12b- 
1 fees and a front-end load, advisers can do a rough comparison of a load 
fund to a 12b-1 fee. To do this, the adviser needs to know the planned 
holding period of the investment. For example, if the client is planning to 
purchase the fund for a period of five years, multiply the 12b-1 fee by the 
holding period to determine the equivalent of a front-end load. This 
means .25 percent times 5 equals an equivalent load of 1.25 percent.
Fund Families and Diversification
Mutual funds allow investors to invest in a group of stocks, bonds, and 
other securities. Some investors believe that by investing in a mutual 
fund, they are diversified. The diversification provided by mutual funds is 
limited to diversification among a particular asset class. Remember, each 
mutual fund invests to achieve an objective. For example, if the objective 
is income, the investor can expect the fund to hold a variety of fixed- 
income securities. Holding shares in an income mutual fund provides 
greater diversification than holding an individual fixed-income security, 
but does not provide protection against the risk of changes in interest 
rates or inflation. No one fund can meet all the investor’s investment 
objectives. Investment in a single fund will not provide the investor with a 
diversified portfolio specifically designed to the investor’s individual 
objectives. This can be accomplished only through asset allocation.
Mutual fund companies, in an effort to gain new clients and a larger 
portion of the mutual fund market, have created families of funds, funds 
of funds, and asset allocation funds. Fund families usually provide the 
investor with a variety of different asset classes to choose from. These 
fund families generally allow the investor to move money among the 
different funds in the family without paying additional loads.
A  fund of funds, as the name suggests, is a mutual fund that invests 
in a combination of various funds.
Asset allocation funds attempt to increase the performance of the 
mutual fund portfolio by using modern portfolio techniques to create the 
optimum portfolio, given market conditions. At first glance, these 
innovations seem to provide diversification across asset classes at a very 
low cost. However, each type of fund has drawbacks that must be 
considered when analyzing the proper role of diversification in mutual 
fund investing.
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Asset allocation fund refers to the division of the portfolio into 
different asset classes, such as money-market securities, bonds, stocks, 
and their appropriate subcategories. An asset allocation fund follows this 
principle by holding several asset categories. The strategy of asset 
allocation funds is for the fund manager to determine what percentage of 
the fund’s assets to invest in each asset category based on market 
conditions. They shift actively between different types of investment 
classes to exploit pricing inefficiencies. Many asset allocation funds are a 
fund of funds, and this extensive diversification may reduce risk by 
smoothing out the highs and lows that are usually associated with more 
concentrated portfolios.
Investors interested in asset allocation funds should understand the 
allocation process and probable biases. Investors should not be confused 
between using different mutual funds to implement an asset allocation 
strategy and purchasing an asset allocation fund.
Asset allocation strategies can be implemented by combining different 
fund offerings within a family of funds. Investors can tailor a portfolio 
specifically designed for their needs. However, most fund families have 
fund managers with defined trading strategies. Many times the various 
equity funds of a specific fund manager will follow the same trading 
strategy. If the strategy is successful given the conditions in the market, 
the fund will do well. Generally, some fund managers perform better in 
bull markets, others perform better in bear markets. Investors must 
review the specific trading strategy of each fund in the family. Investors 
may find that many funds invest in similar types of securities. One fund 
may favor stocks with high yields, another may prefer small-cap issues, 
but each follows the same basic philosophy. Holding several of these 
funds may limit diversification and the effectiveness of the asset 
allocation strategy.
Value o r Growth Oriented
Investors should combine funds with contrasting investment styles to 
avoid the problem of choosing a portfolio from within a single family of 
funds. This also helps reduce overlap of same stocks in a portfolio. Some 
primary examples of different investment styles of stock funds are:
• Value fund approaches, based on low-price book ratios, low price- 
earnings ratio, and franchise value
• Growth fund approaches, based on earnings momentum, earnings 
longevity, and emerging growth
A little extra work spent researching a fund’s investment philosophy 
can increase returns and the level of diversification in an investor’s 
portfolio.
Value and growth investing are vastly different. The best style for a 
client depends on long-term goals and tolerance for risk and volatility. For 
most investors, having both types of styles will generally reduce volatility.
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Be aware that a fund may drift from one style to another, making 
monitoring vital. One difference between growth and value investing is 
the degree to which they rely on efficient market theory. Growth assumes 
the markets are efficient and securities are fairly priced. Value assumes 
there are securities that are inaccurately priced, which will eventually 
increase in value.
Fund o f  Funds
The family of funds concept, if used properly, can help investors 
implement an asset allocation strategy within one family of funds. 
However, investors should be particularly careful when investing in a 
fund of funds. A fund of funds tends to be a group of conservative funds 
that react defensively to changes in market conditions. This may limit an 
investor’s total return and not fit with the investor’s individual asset 
allocation strategy.
Measuring Mutual Fund Risk
Investors fear losing money. Thus, any measure of risk should focus on 
the investor’s chance of loss. Since a certain level of risk-free income can 
always be earned with Treasury bills, an investor’s risk measure should 
be tied to the possibility that an investment will not earn the Treasury 
bill rate.
Standard risk measurements, such as beta and standard deviation, 
measure volatility or the likelihood that an investment will not meet the 
expected return of similar investments. Therefore, when investing in 
mutual funds, advisers should concentrate on real downside risk (the risk 
of not earning a risk-free yield) and develop a risk measurement by 
comparing historical fund yields with the Treasury bill rate.
The risk measurement that advisers use to compare mutual fund 
performance should compare the Treasury bill yield (the standard 
measurement of a risk-free yield) with the risk-adjusted yield currently 
being earned by the mutual fund. This type of risk-adjusted measure will 
compare mutual fund yields given similar levels of risk. (Most mutual 
fund rating services value funds by comparing their returns to Treasury 
bills or other risk-free returns.) Analyzing returns after adjusting for the 
level of risk incurred, puts mutual funds on a level playing field.
Many investors are quick to give their money to the hottest fund (fund 
earning the largest return), ignoring the risks taken to earn those 
returns. Rather than seeking the hottest fund, or the one with the most 
stars, investors should concentrate on earning a steady long-term yield 
consistent with their investment objectives. Obtaining additional returns 
usually requires taking on additional risk. It is important to understand 
the degree of risk (or volatility) the fund takes to achieve its returns. 
Prices swing and their risk level relative to the market should be uniform. 
Use of a fund’s beta and standard deviation can reveal a fund’s historical
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volatility and variability. When statistics show that the risk is uneven 
with the market, the adviser should evaluate whether the fund manager 
is deviating from the fund’s stated investment objective and style.
Given a choice between two funds having similar returns, investors 
usually choose the fund with the lowest volatility, unless other compelling 
factors, such as management team, favor the riskier fund.
Summary
Mutual funds offer access to virtually every type of security and 
investment style available. By virtue of diversification and access to 
professional management, funds are inherently less risky than individual 
stocks or bonds. Professional management frees the investor from the 
tasks of researching a host of individual securities and the complicated 
recordkeeping that is part of managing a diversified portfolio. Arguably, 
mutual funds contribute to an efficient market by directing assets to the 
better stock pickers, who in turn, allocate monies to the most deserving 
companies. Better managers also seem to manage the bigger funds. As a 
manager does well, investors are more prone to invest with that manager. 
Mutual funds follow a strict set of SEC-mandated rules regarding their 
reporting, advertising and sales tactics, so investors can be confident that 
they will be treated fairly by established mutual fund companies. By 
gaining greater public trust, mutual funds have moved huge sums of 
money out of simple savings accounts into more sophisticated 
investments providing greater growth and allowing investors to meet 
long-term investment objectives.
Web Sites for Advisers (and Their Clients)1
Business and Finance Resources
AICPA www.aicpa.org The American Institute of Certified Public 
Accountants (AICPA) is the national, 
professional organization of CPAs, with more 
than 330,000 members in business and 
industry, public practice, government, and 
education. It sets U.S. auditing and 
professional ethical standards and, with the 
Financial Accounting Standards Board, U.S. 
accounting standards. The AICPA is the first 
national, professional association to be ISO 
9001-certified, in recognition of its quality 
management and assurance practices.
Internal Revenue 
Service
www.irs.gov The Digital Daily is the IRS’ user-friendly site, 
presenting “The fastest, easiest tax 
publication on the planet” for professionals 
and the general public. Here you can get the 
latest tax news and download IRS forms and 
publications.
P lease  note: This information does not constitute an endorsement by the authors, editors, or publisher of any of the Web sites, 
entities, or individuals listed.
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EDGAR On-Line www.edgar-online.com EDGAR Online, Inc. is a leader in the 
business information industry, specializing in 
the extraction, packaging and distribution of 
public company information contained in 
Securities and Exchange Commission filings. 
The company sells subscription products, data, 
and services to financial institutions, 
corporations, and law firms. The EDGAR 
Online database contains over 2 million 
EDGAR filings that have been filed with the 
SEC from 1994 to the present. EDGAR 
receives all documents filed electronically 
within seconds of their submission and makes 
them available to users in formats that 
include original, HTML, Rich Text, PDF, and 
spreadsheet-ready financials.
Dow Jones Indexes www.djindexes.com
or
http://averages.dowjones.
com/jsp/index.jsp
Dow Jones Indexes develops, maintains and 
licenses more than 3,000 indexes, including 
the world’s best known stock indicator, the 
Dow Jones Industrial Average.
Morningstar www.morningstar.com Morningstar, Inc. is a global investment 
research firm offering an extensive line of 
products and services for individuals, financial 
advisers, institutions, and the media. As a 
trusted, independent company, Morningstar 
provides information, data, and analysis of 
stocks, mutual funds, exchange-traded funds, 
closed-end funds, and variable annuity/life 
subaccounts.
Yahoo!Finance http://finance.yahoo.com From Yahoo!, one of the most popular sites on 
the Internet, this site provides market 
information, incorporating quote technology 
by TIBCO Software, Inc., historical chart data, 
and daily updates by Commodity Systems, 
Inc. (CSI), quote data by Reuters, and market 
cap and average volume information from 
Market Guide. The Planning Center at 
http://planning.yahoo.com/ includes some 
useful financial, retirement, and estate 
planning tools and information from the 
Kiplinger Washington Editors, Inc. The 
College Savings Center at http://planning. 
yahoo.com/c/ is also worth a look for parents of 
college-bound children.
Web Sites for Advisers (and Their Clients) 209
CEOTrak www.ceotrak.com/, 
www.ceotrak.com/ 
money_markets.asp
“A portal for busy professionals.” According to 
its mission statement, CEOTrak has “created 
a sophisticated channel providing unmatched 
resources to TRAK and organize crucial news, 
research, business and personal information.”
SmartMoney.com www.smartmoney.com/ Yet another investing and financial 
information site, SmartMoney is a joint 
publishing venture of Dow Jones & Company, 
Inc. and Hearst Communications, Inc. It 
includes delayed quotes provided by S&P 
Comstock. Historical prices and fundamental 
data are provided by Media General Financial 
Services. Mutual fund data is provided by 
Morningstar. Earnings estimates are provided 
by Zacks Investment Research. Insider 
trading data is provided by Thomas Financial. 
Upgrades and downgrades provided by 
Briefing.com.
Knowledge Is Power www.savewealth.com/ This site contains news stories on estate and 
retirement planning, as well as suggestions for 
reducing taxes. Articles such as “Retirement 
Plans with Pass-Through Annuities” and 
“Avoiding the Perils of Probate” offer guidance 
on building and preserving wealth.
The Wall Street 
Executive Library
www.executivelibrary.
com
The folks at The Wall Street Executive 
Library “thought it would be a great idea if we 
created a Web directory for the best business 
information sources. A  directory that listed 
only the most relevant and useful business 
sites. The result of all of this thought is The 
Wall Street ExecutiveLibrary.com, The Web’s 
Best Business Sites! Over 1450 content rich 
resources for an informed, intelligent 
perspective.”
Madalyn www.udel.edu/alex/mba/ 
main/netdir2.html
The University of Delaware’s MBA program 
produces this business research tool.
Accountants World www. accountants world.
com
This site contains sinks, tools, articles, and 
resources for the accounting profession.
Selectaretirement
plan.org
www.selectaretirement
plan.org
This Web site is an effort of the U.S. 
Department of Labor, the U.S. Small Business 
Administration, the U.S. Chamber of 
Commerce, and Merrill Lynch. It contains 
helpful tools and straightforward facts, along 
with an interactive “Select a Plan.”
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Essential Tax Links www.clnewsnet.com/ 
tnn/hotsites/taxsites. 
html
A compilation of U.S. Essential Tax Links, 
from PricewaterhouseCoopers, including 
federal and state government links, as well as 
international and other relevant sites.
CPA2Biz www.cpa2biz.com/
default.htm
CPA2Biz is the premier source of products and 
services that CPAs use to fulfill their 
professional needs and the needs of their 
employers, small- to medium-sized business 
clients, and high-net-worth individuals. 
Through its strategic partnership with the 
AICPA, CPA2Biz is the exclusive online and 
offline distributor for AICPA products and 
services.
Capital Professional 
Advisors, Inc.
www.capitalcpa.com/ 
home.asp
Capital Professional Advisors, Inc. (Capital), a 
wholly owned subsidiary of CPA2Biz, Inc., 
provides a comprehensive array of services, 
including products, technology, training, and 
support for CPA firms that are diversifying 
into insurance, investment products, and 
other financial services.
Hoovers online www.hoovers.com/ "The business information authority.” Hoover’s, 
Inc. delivers comprehensive company, industry, 
and market intelligence that drives business 
growth. Hoover’s provides sales, marketing, 
business development, and recruiting
professionals with the global business 
intelligence they need to prospect and prepare 
for client meetings, sales presentations, vendor 
and partner negotiations, and other business 
opportunities.
The Street.com www.thestreet.com/ “Real experts. Real time. Real money.” 
TheStreet.com, Inc. is a leading multimedia 
provider of original, timely, insightful and 
trustworthy financial commentary, analysis 
and news. TheStreet.com provides timely, to- 
the-point financial news and analysis you can 
use to succeed in today’s markets.
ThomsonFN www.thomsonfn.com/ The most comprehensive set of real-time quote 
options is available to individual investors on 
this Web site.
Newspapers AtoZ www.newspapersatoz. 
com/busjourn.htm
This site contains links to dozens of business 
journals around the country.
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Bizjournals.com www.bizjournals.com/ This site provides the latest breaking business 
news, updated throughout the business day in 
each of the markets served by our business 
journals. There also are links to each 
newspaper’s home page, with news, information, 
and commentary from each American city 
market. Free archives contain nearly 600,000 
local business articles, and free industry 
journals provide the latest news about 46 
industries around the country.
Bankrate. com www.bankrate.com/
brm/default.asp
Bankrate.com, is the Web’s leading aggregator 
of information on more than 100 financial 
products from 4,800 financial institutions in 
all 50 states; including mortgages, credit 
cards, new and used automobile loans, money- 
market accounts, certificates of deposit, 
checking and ATM fees, home equity loans, 
and online banking fees.
Ihatefinancial 
planning. com
www.ihatefinancial
planning.com/
If you’ve got a love/hate relationship with 
money, you’ve come to the right site. After the 
required, but free, registration, you will find 
tools, calculators, personal finance topics, and 
interactive forms to save your personal data 
and update it when needed.
U.S. Tax News Flash http://www.us.kpmg.
com/microsite/taxnews
flash/
This site provides selected legislative and 
regulatory developments from KPMG.
FinancialLearning www.financiallearning.
com/ge/home.jsp
According to the site, “the GE Center for 
Financial learning is not here to sell or 
promote specific GE financial products. It is 
simply meant to educate and inform adults on 
the financial matters that are important in 
their lives.” And this comprehensive site does 
just that.
Bloomberg University http ://www.bloomberg
university.com
Bloomberg University provides financial and 
investing information through its expanding 
list of online courses. From picking funds for a 
401(k) program to saving up for a first home, 
the choices facing the public can be daunting. 
Bloomberg University provides the knowledge 
to empower you to make the right decisions in 
your financial life.
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MSNMoney www.moneycentral. 
msn.com/investor/ 
home.asp
Here’s another Business/Financial/Investing 
site—this one, from MSN/CNBC.
The Securities and 
Exchange
Commission (SEC)
www.sec.gov
New York Stock
Exchange (NYSE)
www.nyse.com
NASDAQ www.nasdaq.com
American Stock
Exchange (AMEX)
www.amex.com
Chicago Board of Trade www.cbot.com
Business and Financial News Sites
The Wall Street 
Journal, Online
http://online.wsj.com/ 
public/us
The New York Times, 
Business section
www.nytimes.com/yr/
mo/day/business/
Reuters.com,
Business
www.reuters.com/news.
jhtml?type=business
CNNMoney. com http://money.cnn.com/
ABCNews.com
Business
http://abcnews.go.com/
sections/business
Barron’s www.barrons.com
BBC World Service 
Business
http://news.bbc.co.Uk/2/
hi/business/default.
stm
Bloomberg Financial 
News
www.bloomberg.com
CBSMarketWatch.
com
http ://cbs.marketwatch. 
com/news/
CNBC http://moneycentral. 
msn.com/investor/ 
home.asp
CNNfn http://money.cnn.com
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Financial Times http://news.ft.com/home/
us
Fortune www.fortune.com
Red Herring www.herring.com/index.
htm
Government and Related Sites
FirstGov www.firstgov.com/ “Government helping citizens, one click at a 
time.” Conduct your government business 
online, find the geographic location of 
government offices and programs in your 
community—by state, city, or zip code, check 
out statistics and facts about your state and 
local community, obtain information on 
personal health, wellness, diseases, drugs, 
nutrition and consumer safety, and learn 
about federal benefits, including Social 
Security, unemployment insurance, children’s 
health insurance, veterans benefits, and more.
FedWorld www.fedworld.gov/ The FedWorld.gov Web site is a gateway to 
government information. This site is managed 
by the National Technical Information Service 
(NTIS) as part of its information management 
mandate.
Congress
U.S. House of 
Representatives
http://www.house.gov/
U.S. Senate http://www.senate.gov/
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Social Security
Online
www.ssa.gov/ The official Web site of the Social Security 
Administration is the place to start to apply 
for Social Security benefits; request a 
replacement Medicare card; obtain cost of 
living information (such as benefit, tax, and 
wage-indexed changes); prepare and plan for 
your future financial security; obtain benefit 
information publications—(such as retirement, 
survivors, disability, and supplemental 
security income publications); use the 
retirement, disability or survivors planners 
and calculators; apply to replace, correct, or 
change your name on your Social Security 
card; request a Social Security statement— 
(that is, a statement of lifetime earnings and 
an estimate of benefits); answer questions 
about a Social Security statement; search 
more than 600 frequently asked (and 
answered) questions; and contact a local 
office—(just type in your zip code and find the 
Social Security office nearest you).
Department of 
Veterans Affairs (VA)
www.va.gov/ The VA’s purpose is to administer the laws 
providing benefits and other services to 
veterans and their dependents and the 
beneficiaries of veterans. The VA Compensation 
& Pension Service administers a variety of 
benefits and services for veterans, their 
dependents and survivors, including, but not 
limited to service-connected compensation, 
DIC, non-service connected pension, burial & 
accrued benefits, guardianship, and public 
contact services.
FedLaw http://www.thecre.com/
fedlaw/default.htm
This site provides assembled references for 
people doing federal legal research.
Bureau of Economic 
Analysis (BEA)
www.bea.doc.gov/ Part of the U.S. Department of Commerce’s 
Economics and Statistics Administration, the 
BEA provides national, international, and 
regional economic data and articles. The 
BEA’s mission is to produce and disseminate 
accurate, timely, relevant, and cost-effective 
economic statistics that provide government, 
businesses, households, and individuals with a 
comprehensive, up-to-date picture of economic 
activity.
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Bureau of Labor 
Statistics (BLS)
http://stats.bls.gov/ Part of the U.S. Department of Labor, the site 
has statistics and information on areas of 
employment and unemployment, prices and 
living conditions, compensation and living 
conditions, productivity and technology, 
employment projections, international programs, 
and more.
Government 
Information Xchange 
(GIX)
www.info.gov/ This is a search engine with links to federal 
government information sources. GIX 
specializes in direct linking and searching the 
Internet to locate information that has been 
posted by and for government agencies. A 
related program, the Federal Information 
Center (FIC), specializes in direct telephone 
assistance to callers who are trying to locate 
information in any format on federal agencies, 
programs, and services.
Library of
Congress—Business 
Reference Services
www.loc.gov/rr/business/ A starting point for conducting research in the 
areas of business and economics. Supported by 
a reference collection of over 20,000 volumes, a 
network of CD-ROM services and the Adams 
Building Computer Catalog Center, reference 
specialists in specific subject areas of business 
assist the patron in formulating search 
strategies and gaining access to the 
information and materials contained in the 
library’s rich collections.
U.S. Business Advisor www.business.gov/
busadv/index.cfm
Providing access to federal government 
information and services, the U.S. Business 
Advisor was created by the Small Business 
Administration (SBA), the National
Partnership for Reinventing Government 
(NPR) and the U.S. Business Advisor 
interagency task force. The site includes 
sections on business development, financial 
assistance, taxes, laws and regulations, 
workplace issues, and more.
U.S. Small Business 
Administration
www.sba.gov/library/
reportsroom.html
The SBA Online Library Reading Room: links 
to informative reports, statistics and studies.
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The National
Technical
Information Service 
(NTIS)
www.ntis.gov “One Search. One Source. One Solution.” This 
growing collection, including millions of 
publications as well as audiovisual materials, 
computer datafiles, and software, originates 
from U.S. federal agencies, industry and 
university contractors with the federal 
government, and a worldwide compendium of 
research and development organizations. 
Search a database with items from 1990 until 
present.
The Thomas 
government site
http://thomas.loc.gov Here you can research bill text, Congressional 
Record text, bill summary and status, the 
Congressional Record Index, and the 
Constitution, along with other historical 
congressional documents, and more.
GovBenefits www.govbenefits.gov This site provides a listing of over 100 federal 
benefit programs, including 26 from the 
Department of Health and Human Services 
and 24 from the Department of Agriculture. 
Are there government benefit programs 
available to help you? GovBenefits will help 
you find out. The online screening tool is free, 
easy-to-use, and completely confidential. No 
information that could be used to identify you 
is required. You answer a series of questions 
about yourself and GovBenefits returns a list 
of government benefit programs you may be 
eligible to receive along with information 
about how you can apply. Search by categories 
of intended applicant, including An Education 
Professional, A Victim (of a disaster, violence, 
etc.), and Unemployed/ Looking for a Job.
About the Authors
Phyllis Bernstein, CPA/PFS
Phyllis Bernstein, CPA/PFS, is president of Phyllis Bernstein Consulting, Inc., the adviser for CPA 
financial planners. Phyllis is a consultant to CPA firms expanding into financial planning and 
investment advising services. She also consults to financial service firms on how to structure alliances 
and work with CPAs.
Accounting Today recognized her as one of the top 100 most influential people in accounting and as 
one of the top 10 names to know in financial planning for the past five years. She was chosen by the 
readers of Financial Planning magazine as a mover, shaker, and decision maker in 2002.
Bernstein has spoken nationally and published many articles on financial planning topics. She is 
frequently quoted in the national trade and consumer press on the CPA’s role in financial planning. She 
is a member the advisory boards of CPA Financial Services Advisor, The Fee-Only Client Newsletter, 
Personal Financial Planning Monthly, the Journal of Accountancy and The Tax Adviser. She is a vice- 
president of the All-Star Financial Group, which is an affinity group of CPA Planners. She belongs to 
the Financial Planning Association and serves on the AI CPA’s PFP Legislation and Regulation Task 
Force and as the New York State PFS Champion. She was an invited panelist at the Securities and 
Exchange Commission’s recent roundtable on Investment Advisory Issues and served on the North 
American Securities Administrators Association’s Financial Planners and Investment Advisers 
Industry Committee.
Bernstein recently co-authored the second edition of Financial Planning for CPAs, by John Wiley & 
Sons and is the author of several AICPA publications. In 1997, she received the AICPA PFP Division 
Distinguished Service Award, the highest honor given to a CPA who has served the public interest in 
enhancing the quality of PFP services.
Bernstein was the director of Personal Financial Planning (PFP) for the American Institute of 
CPAs from 1991 to 2001. She published a bimonthly newsletter, Planner, and an annual edition of 
the Personal Financial Planning Practice Handbook. Before joining the Institute, Bernstein was a 
manager for RCA Corporation, responsible for the audits of CIT Financial and Hertz Corporation. 
She holds a bachelor of business administration from Hofstra University, where she was a charter 
member of Beta Alpha Psi.
Bernstein lives in Westfield, NJ with her husband, who is the managing partner of a CPA firm 
in New York City. She can be reached at Phyllis Bernstein Consulting, Inc.; (212) 330-6075; 
Phyllis@pbconsults.com; or www.pbconsults.com.
217
218 Managing Client Goals and Expectations in an Uncertain Market
Robert K. Doyle, CPA/PFS
Robert K. Doyle is a CPA and a personal financial specialist in St. Petersburg, Florida. He is the 
partner in charge of the personal financial planning practice of the CPA firm, Spoor Doyle & Associates. 
Doyle is also the chief investment officer of Doyle, Riley & Spoor, a registered investment adviser.
Doyle is the past chairman of the Personal Financial Planning Committee of the Florida Institute of 
CPAs and is currently the chairman of the Personal Financial Planning Executive Committee of the 
American Institute of CPAs. He has had many media appearances in local markets throughout the 
country as well as national markets such as Bloomberg TV. He has also been quoted widely by the print 
media including the Wall Street Journal, Fortune, Forbes, Business Week, USA Today, and many 
others. Doyle has authored several articles in the personal financial planning practice and investment 
area and is a frequent speaker throughout the country on investment management and personal 
financial planning topics.
Bob received a bachelor of arts and a master of accountancy from the University of West Florida. He 
currently resides in St. Petersburg, Florida, with his wife, Jillian, and their two children.
He can be reached at Spoor, Doyle & Associates, P.A., 6830 Central Ave., Suite A., St. Petersburg, 
FL 33707; (727) 343-7166 or (727) 345-3116 (fax); rkd@spoordoyle.com; or www.spoordoyle.com and 
www.drsadvisors.com.
0 5 6 5 1 2
